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COMPLAINANTS’ REPLY TO
COMMENTS OF BNSF RAILWAY COMPANY ON REMAND

Complainants Western Fuels Association, Inc. and Basin Electric Power
Cooperative, Inc. (collectively “WFA”) reply to BNSF Railway Company’s (“BNSF’s”)
Comments on Remand (“Comments™).

PREFACE

In its May 11, 2010 decision,' the Court of Appeals denied BNSF’s petition
for review in all respects, except one: the Court found that the Surface Transportation
Board (“STB” or “Board”) had not expressly addressed BNSF’s objection that the
Modified Average Total Cost (“ATC”) method to allocate cross-over traffic revenues
contained an impermissible “double-count” of variable costs. Id. at 613. The Court

remanded, without vacating, the STB’s decisions prescribing maximum reasonable rates

! BNSF Ry. v. STB, 604 F.3d 602 (D.C. Cir. 2010) (“BNSF™).
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in this case and directed the Board to respond to BNSF’s objection. Id. The Court
remands, without vacating, decisions when the Court believes that an agency’s error is
one of form, not of substance, and that the agency can easily supply the missing
explanation on remand. That certainly is the case here.

In its Comments, BNSF presents the same arguments on the double-count
issue that it previously presented to the Board, and then repeated in the Court of Appeals.
The Board demonstrated in its Court of Appeals Brief® that Modified ATC “does not give
rise to a double recovery of variable costs.” STB Brief at 64. WFA made similar
demonstrations in its Intervenors’ Brief,> WFA Brief at 33-37. However, as the Court
held, it could not uphold the STB’s ruling on these grounds because the explanations
were not included expressly in the Board’s decisions. BNSF, 604 F.3d at 613. The
Board’s role now is simply to issue a decision on remand that reaffirms its correct
conclusion that Modified ATC does not double-count variable costs.

While BNSF makes the same arguments in its Comments that it did in the
prior stages of this case, it endeavors to support them with a dizzying array of new
hypothetical examples created by its expert witnesses. WFA’s experts, Dr. George H.

Borts and Thomas D. Crowley, demonstrate that BNSF’s experts cannot create through

2 Joint Brief of Respondents Surface Transportation Board and United States of
America, BNSF Ry. v. STB, Nos. 09-1092 et al. (D.C. Cir. Dec. 28, 2009) (“STB Brief™).

3 Joint Brief of Intervenors Western Fuels Association, Inc. and Basin Electric
Power Cooperative, Inc., BNSF Ry. v. STB, Nos. 09-1092 et al. (D.C. Cir. Dec. 28, 2009)
(“WFA Brief”).
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use of hypotheticals something that does not exist — a double-count of variable costs in
Modified ATC. Dr. Borts and Mr. Crowley also confirm the Board’s prior holdings that
Modified ATC produces a fair allocation of cross-over traffic revenues in all Stand-Alone
Cost (“SAC”) cases.

Finally, while BNSF’s Comments read like an exercise in applied
mathematics, BNSF’s real interest here is not in math but in results. BNSF wants to
revive the discredited Original ATC approach, and retroactively apply Original ATC in
this case, because retroactive application of Original ATC wipes out most of the rate

relief the Board previously awarded WFA:

Maximum R/VC Ratios
R/NVC With Modified R/VC With Original
Period ATC Revenues ATC Revenues
(1) (2) (3)
4Q04 241% 300%
2005 247% 345%
2006 230% 291%
2007 238% 312%
2008 244% 329%
2009 241% 325%
2010 245% 337%
2011 246% 338%
2012 248% 340%
2013 250% 345%
2014 255% 358%
2015 268% 399%
2016 269% 399%
2017 265% 383%
2018 262% 368%
2019 261% 362%
2020 261% 358%
2021 260% 346%
2022 261% 347%
2023 260% 341%
1Q-3Q2024 258% 325%




BNSF’s request to wipe-out WFA'’s rate relief must be rejected because it is
based on the errant premise that Modified ATC double-counts variable costs. WFA
respectfully requests that the Board address the Court’s remand order by finding that

Modified ATC contains no double-count of variable costs.

BACKGROUND

The Board’s SAC test calls upon a complainant shipper to design a stand-
alone railroad (“SARR”) that maximizes revenues and minimizes costs. To meet this
objective, a complaint shipper selects a traffic group and designs a SARR to provide
origin-to-destination service for the issue traffic, and at the election of the complainant
shipper, other shippers’ traffic that moves along the SARR route of movement, including
cross-over traffic — i.e., traffic that moves over the SARR for a portion of its origin-to-
destination movement before returning to the residual incumbent at hypothetical
interchange points.

In all SAC cases filed with the Board since 1995, the complainant shippers’
SARRs have contained substantial volumes of cross-over traffic. The Board has

permitted the inclusion of cross-over traffic as a “simplifying” device, since, as the Board

4 See, e.g., Western Fuels Ass’n, Inc. and Basin Elec. Power Coop. v. BNSF Ry.
Co., STB Docket No. 42088 (STB served Feb. 18, 2009) at 6 (“February 2009
Decision™); Duke Energy Corp. v. Norfolk S. Ry., STB Docket No. 42069 (STB served
Nov. 6,2003) at 12 n.11; Wisconsin Power and Light Co. v. Union Pac. RR.,5 S.T.B
955, 965 n. 20 (2001); FMC Wyo. Corp. v. Union Pac. R.R., 4 S.T.B. 699, 722 n.52
(2000); Coal Rate Guidelines, Nationwide, 1 1.C.C.2d. 520, 542 (1985).
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has repeatedly recognized, it would be practically impossible for a shipper to model a
“full SARR?” that provided origin-to-destination service to each member of its traffic
group. Pub. Serv. Co. of Colo. d/b/a Xcel Energy v. Burlington N. and Sarizta FeRy.,
STB Docket No. 42057 (STB served June 8, 2004) at 13-14 (“Xcel™).

The Board first addressed the issue of how to allocate revenues on cross-
over traffic in Nevada Power® In that case, the Board decided to allocate cross-over
traffic revenues using a mileage prorate methodology. /4., 10 1.C.C.2d at 280.
Thereafter, in the next eight SAC cases decided between 1994 and 2004 involving cross-
over traffic, the Board used mileage prorate methodologies to set cross-over traffic
revenues. In several of these cases, the defendant carriers asked the Board to replace the
mileage prorate revenue allocation methodologies with a methodology called the
“Density Adjusted Revenue Allocation” Methodology (“DARA”), which was designed to
allocate more revenues to lower density residual incumbents than the mileage prorate
methodologies.

The DARA methodology allocated cross-over traffic revenues “through
two separate steps.” BNSF Statement of Clarification in Xcel (filed Jan. 20, 2004) at 11.
In the first step, DARA allocated revenues “required to cover each carrier’s variable
costs.” Id. at 12 (internal quotation omitted). In the second step, “the contribution in
excess of attributable [variable] costs is allocated in direct proportion to the length of haul

and inverse proportion to the densities of each carrier.” /d. (internal quotation omitted).

3 Bituminous Coal — Hiawatha, Utah, to Moapa, Nev., 10 1.C.C.2d 259 (1994).
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As BNSF explained in Xcel, the DARA two-step procedure reflected two
separate revenue allocation considerations — first, coverage of directly attributable
variable costs and second, allocation of unattributable costs using, inter alia, a density
metric:

The . . . [DARA] approach for allocating revenues on cross-
over traffic between the stand-alone railroad (“SARR”) and
the residual incumbent was designed to reflect two
considerations. First, it was designed to be consistent with
the Board’s finding in its TMPA decision to ensure that the
division of cross-over traffic revenues between the SARR and
the residual incumbent ‘should cover the attributable costs of
the service it provides and make some contribution to its
unattributable costs.” The second consideration that DARA
was designed to reflect was the fact that railroad operations
are known to exhibit economies of density. The Board’s
decision in Duke/NS explicitly acknowledges this
characteristic of railroad operations. DARA properly reflects
these two considerations by applying a two-step allocation
procedure. . ..

Id. at 25 (footnotes omitted).

The Board rejected DARA in the eastern coal rate cases on grounds that
DARA step 2 impermissibly assumed that the SARR and off-SARR segments had the
same fixed costs per mile.® The Board later rejected DARA in Xcel on grounds that
DARA step 2, while intended to properly measure economies of density, in fact, did not

do so because under DARA step 2 average total costs did not decrease with increases in

6 See Duke Energy Corp. v. Norfolk S. Ry., STB Docket No. 42069 (STB served
Nov. 6, 2003) at 21-22; Duke Energy Corp. v. CSX Transp., Inc, STB Docket No. 42070
(STB served Feb. 4, 2004) at 21-22; Carolina Power and Light Co. v. Norfolk S. Ry.,
STB Docket No. 42072 (STB served Dec. 23, 2003) at 20-21.
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traffic density, thus violating “the well-accepted principle” that “the economies of density
diminish with higher output, as the fixed threshold costs are spread over more output.”’

WFA filed its case in this docket® in October of 2004 and designed its
SARR shortly thereafter. In designing a SARR that maximized revenues and minimized
costs, WFA relied on the Board’s then-current mileage prorate methodology to cross-over
traffic divisions — the Modified Straight-Mileage Prorate (“MSP”) methodology. BNSF
objected to WFA’s use of MSP, but did not offer DARA, or any similar methodology, to
set cross-over traffic revenue divisions because the Board had “previously rejected”
DARA. BNSF Reply Evidence and Argument (filed July 20, 2005) at I-10. The record
closed in December of 2005, and the case was ripe for decision. As shown in subsequent
decisions, WFA would have obtained a major rate reduction if the Board had decided the
case in December of 2005 using the SAC standards then in effect because it’s SARR
revenues exceeded SAC by approximately $1.8 billion dollars. Crowley V.S. at 48.

However, the Board did not decide Western Fuels on the closed record.
Instead, in February of 2006, the Board placed the Western Fuels case in abeyance while
it considered the promulgation of new SAC rules, including new rules governing the

allocation of SARR cross-over traffic revenues, which it proposed to apply retroactively

in Western Fuels and other pending cases. See Major Issues in Rail Rate Cases, STB Ex

7 Xcel (STB served Jan. 19, 2005) at 8-9.

8 Western Fuels Ass’n, Inc. and Basin Elec. Power Coop. v. BNSF Ry., STB
Docket Nos. 42088 and 42088 (Sub-No. 1) (“Western Fuels™).
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Parte No. 657 (Sub-No. 1) at 2 (STB served Feb. 27, 2006) (“Major Issues”). Among the
Board’s proposals was one to replace the MSP methodology to set cross-over traffic
revenues with a new ATC methodology. Id. at 19-20.

As the Board explained, ATC contained a two-step procedure that was
“similar to DARA” but corrected a density calculation error the Board had previously
found in DARA step 2 — DARA step 2 did not properly reflect reductions in total average
costs as line segment density increased. Id. at 19. As described by the Board, ATC
called for the calculation of variable costs for the on-SARR and off-SARR segment “as
was the first step in DARA.” Id. at 20. The second ATC step called for the average fixed
costs (“AFC”) for each segment to be calculated using a prescribed formula. Id. Once
these two steps were completed, “[t]he ATC for any particular segment would be the sum
of AVC and AFC for that segment.” Id.

The Board provided an example of how ATC would work: “[i}f the ATC
for the segment replicated by the SARR were $2 per ton, and the ATC for the residual
system were $5 per ton, then 28% ($2 + ($5 + 2)) of the revenues from the cross-over
movement would be allocated to the segment replicated by the SARR.” Hd. at 20.

In the ensuing rulemaking proceedings, WFA argued, inter alia, that it was
unfair and unlawful for the Board to retroactively apply ATC in Western Fuels because
WFA would have designed a different SARR to maximize revenues and minimize costs
using ATC. BNSF supported generally the Board’s adoption of ATC, and agreed with

the Board that the second step in ATC, unlike the second step in DARA, reflected
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“diminishing returns on the economies of density . . . because as densities increase, the
AFC per unit of volume component of ATC declines, while the AVC per unit of volume
component remains the same.” Rebuttal Comments of BNSF Railway Company, Major
Issues, Reb.V.S. Klick at 13. BNSF also argued that the Board should retroactively apply
ATC in Western Fuels. Id. at 31-32.

The Board adopted ATC in its final decision in Major Issues. Id. (STB
served Oct. 30, 2006) at 31. In this decision, the Board reiterated that “[w]hile this
approach is similar to DARA, it does not suffer from the deficiency that led to the
Board’s rejection of DARA” (id. at 26) and reiterated that ATC “takes account of both
economies of density and diminishing returns” (id. at 34). The Board also decided over
WFA'’s objections to retroactively apply ATC in pending cases, and one month later
issued a decision in Western Fuels® and AEP Texas'’ directing the parties to apply ATC
to each shipper’s existing traffic group. WFA proceeded as the Board had directed, but
continued to repeatedly object to the retroactive application of ATC to its existing

SARR."

® Id. (STB served Nov. 7, 2006).

19 JEP Texas N. Co. v. BNSF Ry., STB Docket No. 41191 (STB served Nov. 7,
2006) (“AEP Texas™)

'l See WFA Petition for Reconsideration of the Board’s Nov. 8, 2006 Order in
Western Fuels (filed Nov. 14, 2006) at 3 n.1; WFA Letter in Western Fuels (filed Dec. 4,
2006) at 2-3; WFA Second Supplemental Opening Evidence in Western Fuels (filed Feb.
22,2007) at 3, 8; WFA’s Second Supplemental Rebuttal Evidence in Western Fuels
(filed Feb. 22, 2007) at 2-3.
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On September 10, 2007, the Board served a decision in Western Fuels.
(“2007 Decision™). In that decision, the Board found that retroactive application of ATC
had reduced WFA’s SARR revenues by approximately $2.9 billion from the revenues
calculated using MSP, and, as a result, SAC exceeded SARR revenues by approximately
$263 million. 2007 Decision at 139. However, the Board also found, as WFA had
repeatedly argued, that the switch from MSP to ATC would “affect the basic design of a
SAC case” and that fundamental fairness dictated that WFA be given the opportunity, if
it elected to do so, to submit supplemental SARR evidence before the Board decided the
case. 2007 Decision at 20.

The Board also resolved a number of SAC issues in its 2007 Decision,
including ATC calculation issues. One of the ATC issues the Board addressed involved
the proper application of ATC. The Board noted that while both WFA and BNSF had
“allocated the fotal revenue from cross-over movements in accordance with ATC,” the
Board in its restatement of the parties’ ATC calculations had applied ATC not to total
revenue, but “to total revenue contribution (i.e., revenue in excess of variable cost as
calculated by URCS).” /d. at 14. Under the Board’s approach (“Modified ATC”),
revenues were allocated first to cover on-SARR and off-SARR variable costs, and then
movement contribution (if any) was allocated using the ATC metric. d.

The Board held that the Modified ATC approach was the correct approach,
rather than the approach utilized by the parties (hereinafter called “Original ATC”),

because Modified ATC, unlike Original ATC, did not produce “illogical and unintended
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result[s]” when applied to low revenue-to-variable cost (“R/VC”) ratio moves. Id. The
Board based this holding on the results of application of ATC in Western Fuels. The
Board observed that “[b]ecause [WFA’s] traffic group include[d] considerable traffic
with total revenue either below or barely above variable cost, and because the off-SARR
segments of the movement have lower densities, the practical effect [of applying Original
ATC was] to drive the R/VC percentages of the [on-SARR] movements below 100% (or
if the total revenue is already less than variable costs, the effect is to drive the [on-SARR]
percentage even lower).” Id. This result, the Board concluded, was “illogical and
unintended” because “[t]his means the on-SARR revenue allocation for those movements
would be insufficient to cover the variable cost . . . of handling traffic for the highest-
density portion of a movement” and because “such a procedure would result in other
traffic on the SARR cross-subsidizing those cross-over movements with on-SARR
revenue allocations below variable costs.” 1d.

The Board held that Modified ATC solved this “illogical and unintended
result” and was consistent with the Board’s objectives in Major Issues:

This refinement is reasonable and consistent with our

objective in Major Issues. Traffic must cover its variable

costs before it can be expected to make any contribution to

joint and common costs. Therefore, the objective is now to

allocate revenue contribution (if any is available) between the

facilities replicated by the SARR and those of the residual

incumbent. While the language used in Major Issues to

explain the basic ATC approach led parties to allocate total

revenue rather than total revenue contribution, we did not

contemplate this situation, where such a procedure would

result in other traffic on the SARR cross-subsidizing those
cross-over traffic movements with on-SARR revenue

-11 -



allocations below variable costs. Such a result would plainly

conflict with our express purpose to find a non-biased, cost-

based method. See Major Issues at 22.
I

The Board also addressed and resolved three other issues relating to the
calculation of ATC including the issue of whether the interchange costs incurred between
the SARR and the residual incumbent in transporting cross-over traffic should be
included in the ATC variable cost calculations. The Board held that these costs, which
are incurred by a SARR, should not be included in calculating ATC variable costs
because the purpose of ATC was to allocate BNSF’s real world revenue collections based
on BNSF’s costs, not the SARR’s costs. Id. at 12.

Following the issuance of the Board’s 2007 Decision, WFA informed the
Board that it would be submitting supplemental SARR evidence, and BNSF filed a
petition for reconsideration, addressing, inter alia, the Board’s decision to adopt
Modified ATC. In that petition, BNSF argued that the Board erred in adopting Modified
ATC, should revert back to Original ATC, and provided two numerical examples of the
asserted flaws in Modified ATC, as compared to Original ATC. See BNSF Petition for
Reconsideration in Western Fuels (filed Oct. 22, 2007).

In the first example, BNSF hypothesized the following inputs: on-SARR
and off-SARR variable costs of $50; on-SARR fixed costs of $20; off-SARR fixed costs

of $40; and total movement revenues of $100. Under Original ATC, $43.75 in revenue

was allocated to the on-SARR segment ($100 x $70 + $160) and $56.25 was allocated to
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the off-SARR segment ($100 x $90 + $160). Under Modified ATC, since total
movement revenues ($100) equal the movements’ variable costs ($100), the revenues are
allocated to equal the on-SARR and off-SARR segments’ variable costs ($50 for the on-
SARR segment and $50 for the off-SARR segment). BNSF argued that its first example
illustrated one fundamental flaw in Modified ATC — it allocated revenues in some cases
“entirely based on variable costs.” Id. at 12.

BNSF provided a second example using all the same inputs as its first
example except one — total movement revenue was changed from $100 to $200. Under
Original ATC, the on-SARR segment is allocated $87.50 ($200 x $70 + 16) and the off-
SARR segment is allocated $112.50 ($200 x $90 + $160). Under Modified ATC, the on-
SARR segment and off-SARR segments were first allocated $50 each to cover their
variable costs, and remaining contribution (i.e., the difference between revenues and
variable costs -- $100) was allocated using the original ATC procedures, i.e. ($100 x $70
+ $160) for the on-SARR segment ($43.75) and ($100 x $90 + $160) for the off-SARR
segment ($56.25) which produced a total revenue allocation using refined ATC of $93.75
on-SARR and $106.25 off-SARR. Id. at 15. BNSF argued that its second example
illustrated a second flaw in ATC in some cases; it “diluted” the impact of density by
“effectively double-counting variable costs.” /d. at 12.

The Board addressed these examples, and denied BNSF’s petition for

reconsideration, in its decision served on February 29, 2008 (“2008 Decision). The
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Board held that the first example “illustrates why” Modified ATC was necessary — it
avoids irrational results:
BNSF objects to [Modified ATC] claiming it

reintroduces bias in favor of the heavy-density segments. To

demonstrate its point, it offers several examples. But its first

example illustrates why [Modified ATC] is necessary. BNSF

posits a 100-mile movement that generates revenues of

$100, but for which the variable cost of providing service is

also $100. In such circumstances, there is not sufficient

revenue to make any contribution to joint and common costs.

If we were to prorate the total revenue as described in Major

Issues, the share of revenue allocated to the heavy-density,

on-SARR portion of the movement would be /ess than the

operating costs for that segment. As explained in the

September '07 Decision, that would not be rational.
Id. at 4. The Board also held that BNSF’s position concerning the operation of Modified
ATC “is inconsistent with the position it took in the Xcel/ case.” Id. at 5. The Board
noted that in Xcel, BNSF advocated the use of a two-step DARA process, where in step
1, revenues were allocated to cover the on-SARR and off-SARR variable costs and in
step 2, contribution (if any), was to be separately allocated using a procedure that
factored in density. The Board stated that, while it concluded in prior cases “that this
second step was flawed in that it did not adequately account for economies of density,”
the Board had “corrected [that flaw] with the ATC approach.” Id. at 5 n.9.

The Board also addressed and rejected two other challenges BNSF had
raised in its petition for reconsideration concerning Modified ATC. First, BNSF had

argued that the Board need not be concerned about traffic moving at less than BNSF’s

variable costs because, it opined, “a SARR’s variable costs would be lower than those of
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the incumbent.” BNSF Petition for Reconsideration at 18. Second, BNSF argued that a
complainant shipper could moot any revenue allocation issues involving low-rated traffic
by excluding that traffic from its traffic group. /d. The Board rejected both arguments,
holding that “[t]he fairess of the revenue allocation method should not depend on either
the complainant having to design a SARR that overcomes a revenue allocation that does
not take into account operating expenses, or that requires the complainant to drop traffic
that the incumbent railroad presumably finds worthwhile to handle at the current rate.”
2008 Decision at 4-5.

Following the issuance of the 2008 Decision, the parties agreed on a
procedural schedule, and submitted revised SARR evidence. As directed by the Board,
WFA utilized and relied upon Modified ATC in developing and presenting its opening
and rebuttal revised SARR evidence. Crowley V.S. at 48-49. This evidence showed that
WFA was once again entitled to a rate reduction, as its revised SARR’s revenues
exceeded SAC, and that WFA'’s rates would be reduced under the Board’s new
Maximum Mark-up Methodology (“MMM?).

BNSF presented its reply filing in the reopened proceedings on July 14,
2008. In that filing, BNSF argued that WFA had impermissibly gamed the Board’s SAC
process, and was entitled to little or no relief in the reopened proceedings. BNSF also
argued, once again, that the Board should reject Modified ATC in favor of Original ATC,
citing the same arguments that the Board had rejected in its 2008 Decision, and

additionally claiming that WFA had mooted the low R/VC ratio traffic issue by removing
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low-rated traffic from its revised SARR traffic group. BNSF Third Supplemental Reply
Evidence at I11.A.-22

In its three 2009 decisions, served on February 18, 2009 (“February 2009
Decision™), June 5, 2009 and July 29, 2009, the Board found that WFA’s revised SARR
revenues exceeded SAC, and prescribed maximum R/VC ratios for each year between
2004 and 2024. The Board found that WFA was entitled to rate relief under MMM
because the R/VC ratios for its traffic were substantially higher than the maximum MMM
R/VC ratios in each analyzed year. For example, in 2005, the composite R/VC ratio on
the WFA traffic was 486% and the maximum MMM R/VC ratio equaled 247%."

The Board also addressed and rejected BNSF’s gaming and ATC
contentions, finding that WFA did exactly what the Board’s SAC standards call for -
WFA designed a SARR that maximized revenues and minimized costs using Modified
ATC to set divisions on cross-over traffic, and finding no merit in BNSF’s continuing
objections to Modified ATC. In addressing the ATC issues, the Board incorporated by
reference its 2008 Decision rejecting BNSF’s attack on Modified ATC. The Board also
rejected BNSF’s new contention that WFA’s revised traffic group mooted the need to
apply Modified ATC, holding that Modified ATC, which the Board planned on applying
in both SAC and Simplified SAC cases, corrected a fundamental methodological error in

Original ATC “necessary to preserve the integrity of the ATC approach”:

12 STB e-workpaper “MMM Model linked to I1I-H-3Reb.xls.”
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BNSF argues that [Modified ATC] is no longer necessary,

because WFA was permitted to redesign its traffic group, and

exclude the traffic that caused the illogical result [i.e., on-

SARR revenues less than variable cost]. We disagree. While

there may be less traffic with revenue at or near its variable

costs with this traffic group, the approach we use here will be

applied in all SAC cases, including in cases decided under our

Simplified SAC procedures. We seek a uniform revenue

allocation method and remain convinced that the modification

adopted in the Sept. 2007 Decision is reasonable and

necessary to preserve the integrity of the ATC approach.

February 2009 Decision at 13 (emphasis added).

Finally, the Board reiterated in its February 2009 Decision that the purpose
of Modified ATC is to “reflect the defendant carrier’s relative costs of providing service
. over the relevant segments of its network and thereby create a reasonable and fair
allocation of revenue from cross-over movements.” Id. at 14.

BNSF filed petitions in the United States Court of Appeals for the District
of Columbia Circuit challenging the Board’s three 2009 rate relief orders. BNSF argued
that the orders should be set aside for three reasons: (1) the Board lost jurisdiction to
decide the case three years to the day it was filed — i.e., on October 19, 2007 — by
purported operation of the three-year dismissal rule set forth at 49 U.S.C. § 11701(c); (2)
the Board erred in finding that WFA had not gamed the Board’s SAC process; and (3) the
Board erred in applying Modified ATC, as opposed to Original ATC, in setting revised
SARR cross-over traffic revenue allocations.

In support of its ATC contentions, BNSF cited the same arguments it had

made to the STB, and included in its brief the same two numerical examples it had
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included in its petition for reconsideration of the Board’s 2007 Decision. These
arguments were: Modified ATC impermissibly fails to address density in some cases
(mathematical example 1); Modified ATC impermissibly “dilutes” density considerations
in other cases by “double-counting” variable costs (mathematical example 2); Original
ATC does not produce cross-subsidy issues on low R/VC traffic because SARR variable
costs are less than the defendant carrier’s variable costs; WFA mooted any illogical
results by excluding low R/VC ratio traffic from its revised traffic group; and the Board
need not apply Original ATC “across the board” in all cases. See BNSF Brief at 50-58.

Before the Court of Appeals, the Board maintained that BNSF had forfeited
its three-year dismissal contentions, that WFA had not gamed the Board’s SAC rules, and
that the Board had “reasonably refined” Original ATC with Modified ATC. STB Brief at
56. The Board also argued that it had addressed in its Western Fuels decisions, and
rationally rejected, BNSF’s assorted criticisms of Modified ATC. On the later point, the
Board recognized that its decisions had not “specifically mention[ed]” BNSF’s “double-
counting” objection, but the Board informed the Court that it had considered and rejected
this contention in its 2008 Decision:

BNSF claims that modified ATC is unfair because it

results in a “double-counting” of variable costs. (Br. 55).

BNSF argues that a remand is necessary because the Board

failed to address its claim of a double count. Although the

Board did not specifically mention “double-counting,” the

Board clearly found that claim unpersuasive. The Board

noted [in its 2008 Decision] that in Xcel BNSF had advocated

a two-step revenue-allocation procedure similar to modified

ATC. The Board agreed with BNSF’s earlier position that a
two-step process of this type was “even-handed” because ““it
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assures that both on-SARR and off-SARR segments of

[a] cross-over movement will cover their attributable costs,
while giving both a comparable opportunity to cover their
unattributable costs.’” [quoting BNSF pleading in Xcel]. In
concluding that modified ATC resulted in an “even-handed”
allocation of revenues, the Board necessarily rejected BNSF’s
self-contradicting, made-for-litigation position that a two-step
allocation procedure such as modified ATC results in an
unfair double count favoring shippers.

STB Brief at 63-64 (footnote omitted).

The Board also argued that its rejection of BNSF’s double-counting

objection was reasonable because Modified ATC “does not give rise to a double recovery

of variable costs™:

Id. at 64-65.

The Board’s rejection of BNSF’s double-counting
objection was reasonable. Rather than permitting a double-
recovery of variable costs, modified ATC assured that traffic
would cover all of its variable costs (both on-SARR and off-
SARR) before making any contribution to fixed costs. The
mere fact that the modified ATC revenue-allocation formula
includes variable costs as a term in steps 1 and 2 does not
give rise to a double recovery of variable costs. Like the
“even-handed” formula proposed by BNSF in Xcel, modified
ATC only allows recovery of variable costs in step 1. Step 2
only allows recovery of contribution to fixed costs.

Like the Board, WFA argued that BNSF had forfeited its automatic

dismissal contentions and that BNSF’s gaming assertions were absurd because WFA had

scrupulously followed the Board’s SAC standards as those standards had evolved through

the course of its case. WFA also joined the Board in supporting the Board’s adoption of

Modified ATC. WFA’s brief focused on BNSF’s two numerical ATC examples. WFA

-19-



argued that the Board had correctly found that BNSF’s first example showed that
Original ATC was fundamentally flawed because it produced a revenue allocation below
the on-SARR segment’s variable costs, whereas Modified ATC properly allocated
revenues to insure that the on-SARR and off-SARR segments were allocated revenues
equal to their variable costs. WFA Brief at 33-37.

WFA also addressed BNSF’s second numerical example. This example
purported to show that ATC can produce a “double-count” of variable costs. WFA
argued that Modified ATC did not produce a “double-count” because “the first step in
ATC is calculating variable costs, and assigning revenues to cover those costs, whereas
the second step is allocating revenue contribution using an average total cost metric.”
WFA Brief at 35. WFA also pointed out that this two-step procedure was consistent with
governing economic principles (economies of scale, scope, and density) because the
variable costs per ton used in step 1 of ATC (to allocate revenue up to variable costs) do
not change based on changes in traffic density whereas the average fixed costs per ton
used in step 2 (to allocate contribution — revenue in excess of variable costs) do change
based on changes in traffic density. Modified ATC also accounts for diminishing returns
(DARA’s critical flaw) by reflecting the fact that fixed costs per ton decrease as total
fixed costs are spread over more traffic units, causing fixed costs per ton to become a
lower percentage of (and have less influence on) ATC since the variable costs per ton

component in ATC remains constant. /d. at 35-36.
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WFA illustrated the reasonableness of Modified ATC by reference to the
typical cost curve the Board had presented in Xcel, and which WFA reproduced in its
brief. Id. at 35. That curve showed unchanging average variable cost per ton (AVC) and

a diminishing average total cost per ton as output increases:

—e— AVC

10 20 30 40 50 60 70 80 2 100 110 120 130 140 150 160

Output (MGT)

WFA explained that step 1 of Modified ATC revenue allocation is
consistent with the black AVC line because variable cost per ton does not change based
on changes in traffic density, so density should play no role in the allocation of revenues
based on variable costs; whereas Step 2 allocates contribution per ton, which is impacted
by changes in traffic density, using a metric (ATC), the Board had found properly
captures economies of density, and the diminishing returns thereto. /d. at 36-37.

The Court of Appeals issued its decision on May 11, 2010. The Court

found that BNSF had forfeited its Section 11701(c) contentions, rejected all of BNSF’s
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gaming contentions, and denied BNSF’s petition in all other respects except one: the
Court remanded without vacating the Board’s decisions “so that the Board on remand can
address BNSF’s double-counting objection to modified ATC.” BNSF, 604 F.3d at 613.
The Court decided remand of the double-count issue was necessary because the Board
had not adequately explained in its 2008 Decision how it had considered and rejected this
objection. Jd. The Court also found that WFA had explained in its brief why “BNSF’s
concern with double-counting is not problematic™ but held the Court could not affirm the
STB’s decision based on WFA'’s explanation because that explanation was not expressly
set forth in the Board’s decisions under review:
WFA has offered a response in its brief at 35-36,

explaining that BNSF’s concern with double-counting is not

problematic because step one recognizes that average variable

costs do not vary with density, while step two recognizes that

average total cost declines as density increases because the

fixed costs are “spread over a larger number of traffic units,”

WFA Br. at 36. However, the Board never relied on this
rationale and so cannot do so on appeal.

Id.

On November 14, 2010, BNSF filed its Comments. BNSF’s Comments
contain an argument of counsel, an experts’ verified statement, and electronic
workpapers. In these Comments, BNSF repeats the same objections it had made at
earlier stages of this proceeding concerning Modified ATC, and purports to support these
objections with additional mathematical examples. BNSF also requests that the Board

retroactively apply Original ATC, or a second methodology it labeled “Alternative
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ATC,” to set cross-over traffic revenues and then to restate the maximum MMM R/VC
ratios.

BNSF’s Comments do not address the impact its proposed retroactive
restatement would have on the Board’s prescribed R/VC ratios. However, consistent
with all other requests BNSF has made throughout this case, the impact is to strip WFA

of most of its rate relief:

MMM Revenue to Variable Cost Ratios
MMM R/VC With MMM R/VC With
Period Modified ATC Revenues Original ATC Revenues
(1 (2) (3)
4Q04 241% 300%
2005 247% 345%
2006 230% 291%
2007 238% 312%
2008 244% 329%
2009 241% 325%
2010 245% 337%
2011 246% 338%
2012 248% 340%
2013 250% 345%
2014 255% 358%
2015 268% 399%
2016 269% 399%
2017 265% . 383%
2018 262% 368%
2019 261% 362%
2020 261% 358%
2021 260% 346%
2022 261% 347%
2023 260% 341%
1Q-3Q2024 258% 325%

WFA asked the Board to strike BNSF’s Comments on grounds that the

Board had not reopened the record on remand, nor requested any submissions from the
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parties on the remanded double-count issue. In a decision served on February 1, 2011,
the Board agreed with WFA that BNSF had skirted the Board’s Rules of Practice by not
asking permission to file its Comments, but accepted BNSF’s Comments “[i]n the
interest of having the benefit of the parties’ views on the ATC issue” and directed that

WEFA file a reply to BNSF’s Comments by March 18, 2010. d. at 3.

ARGUMENT
The Board should reaffirm on remand that Modified ATC does not double-
count variable costs. The Board also should reject BNSF’s request to retroactively reset

the cross-over traffic revenues in this case using a method other than Modified ATC.

L
MODIFIED ATC DOES NOT “DOUBLE-COUNT” VARIABLE COSTS
The Court of Appeals remanded this case, without vacating the Board’s
Western Fuels decisions, for the sole purpose of permitting the Board to address BNSF’s
contention that Modified ATC impermissibly “double-count[s]” variable costs. 604 F.3d

at 613. The Court of Appeals remands agency decisions without vacating them in cases

213

where “the agency’s error was one of form and not of substance” ~ and where the error is

»l4 215

“a technical one”"" which the agency can cure on remand “when it gets down to trying.

As summarized by the Court of Appeals:

1 Engine Mfrs. Ass'nv. EPA,20 F.3d 1177, 1184 (D.C. Cir. 1994).
4 Am. Water Works Ass’n v. EPA, 40 F.3d 1266, 1273 (D.C. Cir. 1994).
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Remand is generally appropriate when there is at least a

serious possibility that the [agency] will be able to

substantiate its decision given an opportunity to do so, and

when vacating would be disruptive.

Radio-Television News Dirs. Ass’nv. FCC, 184 F.3d 872, 888 (D.C. Cir. 1999) (internal
quotation marks omitted); accord Williston Basin Interstate Pipeline Co. v. FERC, 519
F.3d 497, 504 (D.C. Cir. 2008) (remand appropriate where “there seems to be a
significant possibility that the Commission may find an adequate explanation for its
actions™).

The fact that the STB’s error was “one of form and not of substance” is
further confirmed by the positions taken by the STB, and WFA, before the Court of
Appeals and the Court’s discussion of those positions. Specifically, the Board informed
the Court of Appeals that while it had not “specifically mention[ed]” BNSF;s double-
counting objection, the agency had considered and rejected this objection in its 2008
Decision. STB Brief at 63-64. Thus, this is not a case where the Board simply failed to
internally address and consider an argument raised by a party, nor one where a reviewing
court expressed any concerns about the approach an agency was taking. Instead, the
Court simply found that the Board in its 2008 Decision had failed to clearly articulate its
reasons for rejecting BNSF’s double-count objection. 604 F.3d at 613.

Similarly, the Court cited with approval WFA’s explanation, as set forth in

WFA'’s brief, why Modified ATC does not contain a double-count of variable costs. See

B
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id. (“WFA has offered a response in its brief at 35-36, explaining that BNSF’s concern
with double-counting is not problematic because step one [in Modified ATC] recognizes
that average variable costs do not vary with density, while step two recognizes that
average total cost declines as density increases because the fixed costs are ‘spread over a
large number of traffic units’”). However, the Court held that since the Board never
expressly articulated this rationale in its Western Fuels decisions, the Court could not
affirm the Board’s rejection of the double-count objection on this basis. /d.

The Board is now faced with the ministerial task of explaining why
Modified ATC does not impermissibly double-count variable costs. This task is not a
difficult one.

A. MODIFIED ATC DOES NOT “DOUBLE-COUNT” VARIABLE

COSTS BECAUSE THE FORMULA DOES NOT COUNT

VARIABLE COSTS BUT ALLOCATES REVENUES USING A

TWO-STEP APPROACH

Modified ATC allocates revenues using a two-step approach. Instep 1,
revenues are allocated to cover the defendant carrier’s on-SARR and off-SARR variable
costs. These costs are calculated using the Board’s URCS Phase III formula. In step 2,
contribution (i.e., revenues in excess of variable costs) is allocated based on the average
total cost for each portion of the move. See Crowley V.S. at 16-17.

BNSF claims that Modified ATC contains a double-count of variable costs
because both Step 1 and Step 2 include a variable cost component. BNSF Comments at

13-15. The simple answer to BNSF’s double-count contention is that the purpose of
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ATC is not to count variable costs. Instead, the purpose of ATC is to allocate revenues in
a manner that ensures that revenues are first allocated to cover the on-SARR and off-
SARR variable costs, and then any remaining revenues (i.e., contribution) are equitably
allocated between the SARR and the residual incumbent. This requirement necessitates a
two-step process, with the second step using an average total cost metric. See Crowley
V.S. at 16-19; Borts V.S. at 3-4; STB Brief at 64-65.

As the Board explained in its Court of Appeals Brief: “[t]he mere fact that
the modified ATC revenue-allocation formula includes variable cost as a term in both
Steps 1 and 2 does not give rise to a double recovery of variable costs” because
“modified ATC only allows recovery of variable costs in step 1 [and] [s]tep 2 only allows
recovery of contribution to fixed costs.” STB Brief at 64-65. The lack of a double-count
is confirmed by Dr. Borts and Mr. Crowley.

As Dr. Borts explains:

There is no double count in the Modified ATC

procedure. The formula is not “counting” variable costs, but

allocating revenues using a two-step procedure predicated on

the most basic railroad cost of service principles.

The first step is to allocate revenues equal to on-SARR

and off-SARR variable costs. The first step is required,

because as the Board has observed, a carrier needs to recover

its variable costs before a movement can make any

contribution to fixed costs and profit above fixed costs. This

step necessarily requires use of a variable cost allocation and

should not involve any consideration of fixed costs.

Moreover, this step does not involve any allocation of

Contribution because all that is being allocated are variable
costs expressed in total dollars.
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The second step is to allocate the Contribution
between the SARR and the incumbent. In order to properly
allocate Contribution, the Board has used a ratio that
considers traffic density and reflects the economies of heavy
utilization of rail structures. But reflecting economies of
density in the ratio cannot be achieved solely by looking at
fixed costs without a variable cost component. Without the
inclusion of variable costs in Step 2, we are left with a
division ratio consisting of the SARR’s fixed cost divided by
the combined fixed cost of the SARR and the residual
incumbent. Such a ratio does not reflect economies of density.
Both the SARR’s fixed cost and the incumbent’s fixed cost
are fixed and therefore independent of the degree of
utilization. In other words, the degree of utilization is
measured by the magnitude of variable cost relative to fixed
cost. It is not measured by the fixed costs alone. Thus, Step 2
develops a ratio that allocates Contribution using a formula
that recognizes the economic advantages in the greater
utilization of a fixed asset. It does not, as BNSF suggests,
reallocate variable costs a second time. As such, BNSF’s
objection lacks economic logic.

Borts V.S. at 3-4. Similarly, Mr. Crowley explains:

BNSF’s double count contention is not correct from an
economic perspective because the purpose of Modified ATC
is not to allocate (or weight) costs, but instead to equitably
allocate revenues between the SARR and the residual
incumbent using a two step process where in Step 1 revenues
are allocated to cover on-SARR and off-SARR variable costs,
and in Step 2 contribution (revenues in excess of variable
costs) is allocated using an average total cost metric that
captures economies of density and diminishing returns

BNSF’s argument combines the two separate and
distinct formulae used to allocate the two separate and distinct
revenue pools (variable costs and contribution in excess of
variable costs) into one formula, and critiques this combined
result because the two separate formulae BNSF combined
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into one, each contain a variable cost component. In other

words, when the two separate and distinct formulae

associated with the two separate and distinct revenue

allocation steps are improperly restated and presented as a

one-step formula, the result might appear as nonsensical to

the casual observer. Restating the two-step Modified ATC

methodology as a one-step formula is a fundamental violation

of the principles that necessitated the development of a two-

step process in the first place.

Crowley V.S. at 16-17, 18.

Moreover, BNSF’s defense of its DARA formula confirms the need for a
two-step revenue allocation method, using separate allocation metrics. Under step 1 in
DARA, revenues were allocated to the on-SARR and off-SARR segments in the amount
of their variable costs (calculated using Phase IIIl URCS). As BNSF explained, DARA
step 1 reflected the principle that “[t]he revenue each carrier receives should cover the
attributable costs of the service it provides,” a conclusion BNSF confirmed “does not
make any adjustment to reflect economies of density.” BNSF Statement of Clarification
in Xcel (filed Jan. 20, 2004) at 22; Crowley V.S. at 14-15.

Step 2 in DARA allocated contribution. As BNSF explained, the Step 2
contribution allocation, unlike Step 1, used a metric intended to account for the
economies of density. See BNSF Statement of Clarification in Xce/ (filed Jan. 20, 2004)
at 23 (“the second step of DARA” . . . [factors in] economies of density™); 2008 Decision

at 5 (the second step of ATC and DARA are intended to account for “economies of

density™).
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Modified ATC can be thought of as a corrected version of the DARA two-
step revenue allocation procedure. Under each procedure, step 1 allocates revenues to
cover on-SARR and off-SARR variable costs. Variable costs are used in Step 1 because
that is the economically correct metric. Under each procedure, step 2 allocates
contribution, but Modified ATC, unlike DARA, properly allocates contribution using
ATC. Step 2 must contain a variable cost component because it is intended to capture
economies of density, and as BNSF’s own experts have confirmed, the variable cost
component in ATC is necessary to properly measure the economies of density and the
diminishing returns thereo: “unlike DARA, the Board’s proposed ATC method does in
fact take account of both the economies of density and of the diminishing returns thereto”
because “as densities increase, the AFC [Average Fixed Cost] per unit of volume
component of ATC declines, while AVC [Average Variable Cost] per unit of volume
component remains the same.”

Rebuttal Comments of BNSF Railway Company, Major Issues (filed June 30, 2006)
Reb.V.S. Klick at 11, 13. Accord Borts V.S. at 5 (“to properly use a density-based
allocation ratio, variable costs must be included in the division ratio used to allocate the
revenue contribution between the SARR and the incumbent™); Crowley V.S. at 7 (“the
only way to incorporate economies of density is through use of a total cost function™).

BNSF should not be heard now to complain about the two-step approach it
sponsored; it urged the Board to adopt; and which izs own experts agree had a flaw that

the Board properly corrected by including a variable cost component in Step 2.
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B. MODIFIED ATC PRODUCES FAIR RESULTS

The Board’s stated goal with any cross-over traffic revenue allocation
method is to “reflect the defendant carrier’s relative costs of providing service over the
relevant segments of its network and thereby create a reasonable and fair allocation of
revenue from cross-over traffic movements.” February 2009 Decision at 14. Accord
STB Brief at 59 (purpose of cross-over traffic revenue allocation is to “focus . . . on cost-
sharing” in a way that “is both equitable and respects core SAC principles™).

BNSF devotes the lion’s share of its Comments to the “fairness” issue. The
gist of BNSF’s argument is that Original ATC “accurately reflects economies of density”
whereas Modified ATC “fails to appropriately consider economies of density,” and, as a
result, “is biased, arbitrary and highly unfair.” BNSF Comments at 2, 3. BNSF
endeavors to prove these points with various sub-arguments and carefully manipulated
hypothetical examples that purport to show that Modified ATC allocates too much
revenue to high-density SARRs, whereas Original ATC does not. In fact, the exact
opposite is true.

° Low R/VC Ratio Moves — WFA and BNSF initially calculated cross-over
traffic revenue allocations for WFA'’s initial SARR using Original ATC. This produced
what the Board correctly characterized as an “illogical and unintended result” because,
for many movements, “the practical effect of [this] . . . approach would be to drive the

R/VC percentages of the [on-SARR] movements below 100% (or if the total revenue is
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already less than variable costs, the effect is to drive the percentage even lower™). 2007
Decision at 14.

For example, BNSF previously presented the Board with a hypothetical
showing a movement where the total revenues equaled total movement variable costs.
Under the hypothetical, application of Original ATC allocated substantially less revenues
to the SARR than the on-SARR-segment variable costs and allocated to the off-SARR
segment substantially more revenues than the off-SARR segment variable costs. See
infra.

This “illogical and unintended result”'® arises due to a fundamental and
obvious flaw in the Original ATC approach — the one-step Original ATC approach
attempts to allocate variable costs using a metric (ATC) which contains a fixed cost
component. BNSF itself recognized when it sponsored DARA that a density metric had
no place in the allocation of revenues to cover variable costs. See BNSF Statement of
Clarification in Xcel (filed Jan. 20, 2004) at 12 (“[t]here is no inverse density adjustment
involved” in DARA step 1). The reason why Original ATC fails here is because variable
costs are not impacted by changes in density, so application of a metric that is intended to
address traffic density produces skewed results. Crowley V.S. at 14-15.

Try as it might, BNSF has no answer to the low R/VC ratio issue, other
than to suggest that the Board substitute the first step in the Modified ATC procedure —

which correctly allocates revenues to cover on-SARR and off-SARR variable costs using

16 See September 2007 Decision at 14.
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a variable cost metric — for Original ATC on low R/VC movements, or an even more
convoluted three-step procedure which would ensure that only the off-SARR segment
receives revenues in excess of variable costs (contribution). See Crowley V.S. at 46-47.
BNSEF’s proposed solution to the problems that occur when Original ATC is applied to
low R/VC moves simply underscores the wisdom in the Board’s decision to substitute
Modified ATC for Original ATC, because with Modified ATC there is no need to gerry-
rig a revenue allocation method to prevent “illogical and unintended results” using a post-
hoc adjustment to correct theoretical shortcomings of the applied methodology.

BNSF also argues that (i) allocating revenues below variable costs does not
create an impermissible cross-subsidy; (ii) shippers can moot low R/VC movement issues
by removing low R/VC traffic from their SARRS; and (iii) the Board could apply
Original ATC in large rate cases, while applying Modified ATC in medium-sized SAC
cases. BNSF Comments at 25-26. The Board rejected the same arguments in its prior
decisions in Western Fuels, and reaffirmed the wisdom of these decisions in its Court of
Appeals brief. See 2008 Decision at 4-5 (rejecting identical cross-subsidy and low R/VC
traffic removal claims); February 2009 Decision at 13 (addressing the need for “a
uniform revenue allocation method”); STB Brief at 56-62, 65-66 (arguing that the STB
reached the correct result in response to each BNSF argument). Mr. Crowley provides
additional corroborating evidence demonstrating that the Board correctly decided

BNSF’s subsidiary low R/VC movement contentions. Crowley V.S. at 41-44.
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Finally, BNSF presented all of its low R/VC movement contentions to the
Court of Appeals. See BNSF Brief at 50-58. However, the Court did not find any merit
in them, nor do they involve any “double-recovery” issues since Modified ATC uses only
a single variable cost allocation procedure to address movements where overall R/VCs
are less than 1.00. Thus, BNSF’s low R/VC movement contentions fall outside the scope
of the Court’s limited remand order, and need not be reconsidered by the Board now on
remand. See Consolidated Rail Corp — Abandonment Exemption — Lancaster and
Chester Counties, Pa., ICC Docket No. AB-167 (Sub No. 1095X) (STB served Apr. 12,
2004) 2004 WL 771679 at *8 (Board will not consider issue “beyond the scope of the
court’s remand”); Roberts v. Geren, 530 F. Supp. 2d 24, 35 (D.D.C. 2007) (“the scope of
the Court’s remand determines what issues an administrative agency can address™).

° Hypothetical Examples — BNSF serves up several hypothetical
examples which it claims demonstrate that Modified ATC does not allocate revenues in a
manner that accurately “weights” fixed costs. Generally, BNSF’s hypothetical examples
show that on a hypothetical movement, fixed costs constitute X% of total costs, but using
Modified ATC, and BNSF’s arithmetic, the total revenue allocated to the SARR using
fixed costs is less than X%. BNSF Comments at 16-19, Baranowski/Fisher V.S. at 13-
15. Ergo, BNSF argues, Modified ATC is underweighting fixed costs, “dilut[ing]” the
impact of density, and improperly allocating too much revenue to the SARR, whereas

Original ATC, which allocates all revenues using X% of fixed costs in the allocation
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metric, properly weights fixed costs, does not dilute the impact of density, and produces
fair revenue allocations. Id.

BNSF’s hypotheticals are skewed because they all are based on low R/VC
and low revenue-to-total cost (“R/TC”) scenarios. Crowley V.S. at 19-28. For example,
a recurring BNSF hypothetical assumes that fixed costs account for 25% of total costs,
total movement revenues equal total movement costs (fixed costs equal 25% of total
movement revenues), producing an R/TC ratio of 1.00. BNSF claims that under Original
ATC, 100% of the hypothetical movement revenues are allocated in consideration of
fixed costs, resulting in fixed costs being given a “weight” of 25% in the allocation of
total revenues. BNSF further claims that under Modified ATC, where only 25% of the
revenues are allocated in consideration of fixed costs, fixed costs are givep an overall
“weight” of 6.25% (0.25 x 0.25). BNSF claims in this example that ATC under-weights
and dilutes fixed costs because BNSF’s calculated fixed cost “weight” is less than the
ratio of fixed costs to total movement revenues. BNSF Comments, Baranowski/Fisher
V.S. at 14.

However, if the same inputs are applied to a move with a higher R/TC
ratio, the results are significantly different. For a move with an R/TC ratio of 175%,
fixed costs constitute 14.3% of the total revenues, application of Modified ATC results in
fixed costs being “weighted” at 14.3%, whereas application of Original ATC results in
fixed costs being “weighted” at 25%. Crowley V.S. at 23. Thus, in this second example,

Modified ATC gives precisely appropriate weight to fixed costs in allocating through
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movement revenue, whereas Original ATC substantially overstates the impact of fixed
costs on the revenue allocation.

The same kinds of results apply across-the-board with all of BNSF’s
hypotheticals that attempt to demonstrate that Modified ATC underweights fixed cost
revenue allocation. The hypotheticals demonstrate that the relationship between fixed
cost weighting and revenue allocation depends on the R/VC and R/TC ratios involved.
Crowley V.S. at 23. There is no systematic overweighting or underweighting of fixed
costs using Modified ATC — while Original ATC demonstrably over-weights fixed costs
for both low-R/VC and high-R/VC movements, resulting in illogical under-allocation of
revenue to high-density rail segments. See Major Issues (STB served Oct. 30, 2006) at
77 (STB will not revisit cross-over traffic revenue allocation issues, unless “the approach
is systematically biasing one party or another™).

Moreover, Original ATC subverts the fact that high density lines are more
profitable on a per-unit basis than low density lines, contradicting the economies of
density inherent in highly utilized assets, whereas Modified ATC does not. Crowley V.S.
at 28-33. To demonstrate this fact, Mr. Crowley restated one of BNSF’s hypothetical
examples where the hypothetical movement has overall revenues of $15.00 per ton and
total costs of $13.75 per ton. On this movement the carrier earns a profit over total cost
of $1.25 per ton. Application of Original ATC allocates revenues to the SARR equal to
on-SARR total costs ($6.25 per ton) plus a profit allocation of $0.57 per ton and allocates

to the residual incumbent revenues equal to the off-SARR total costs ($7.50 per ton) plus
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a profit allocation of $0.68 per ton. Thus, the high density SARR is allocated less profit
than the low density residual incumbent after total costs have been fully recovered by
both segments. This result cannot be squared with basic economic principles because it
assumes a lower density line is more profitable for the carrier to operate than a higher
density line. Crowley V.S. at 30-31.

Modified ATC corrects this error with Original ATC. Using the same
hypothetical inputs, Modified ATC produces a revenue allocation where both the SARR
and the residual incumbents are allocated revenues to cover total movement costs, but the
SARR is allocated $1.02 per ton in profits, whereas the residual incumbent is allocated
$0.23 per ton in profits. Crowley V.S. at 31. This result conforms to basic economic
principles because the inherently more profitable higher density line is allocated more
profit. |

° Comparison to MSP — BNSF argues that the Board rejected MSP on
grounds that MSP allocated too much revenue to SARRSs and too little revenue to residual
incumbents. BNSF Comments at 21. As applied in this case, Modified ATC
accomplishes this asserted objective because it allocates far less revenue to the WFA
revised SARR than MSP. Application of Modified ATC reduces WFA'’s revised SARR
revenues by approximately $570 million compared to the revenues the revised SARR

would have been allocated under MSP.'”

'7 Electronic workpaper “MATC and MSP Allocation Comparisons.xIsx.”
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C. THE BOARD SHOULD REAFFIRM MODIFIED ATC

The “usual rule is that . . . an agency that cures a problem identified by a
court is free to reinstate the original result on remand.” Heartland Reg’l Med. Ctr. v.
Leavitt, 415 F.3d 24, 29-30 (D.C. Cir. 2005). Accord NTEU v. FLRA, 30 F.3d 1510,
1514 (D.C. Cir. 1994) (“we frequently remand matters to agencies while leaving open the
possibility that the agencies can reach exactly the same result so long as they . . . explain
themselves better”). For the reasons set forth above, the Board should explain on remand
that Modified ATC does not contain a “double recovery” of variable costs and reaffirm
its decision to apply Modified ATC in this case.

IL.

RETROACTIVE ELIMINATION OF MODIFIED
ATC WOULD BE UNFAIR AND UNLAWFUL IN THIS CASE

BNSF requests that the Board retroactively eliminate Modified ATC and
then apply Original ATC to calculate revenue allocations for WFA’s revised SARR. See
BNSF Comments at 33. As shown in the chart set forth at page 24 above, application of
Original ATC would wipe out most of WFA's prescribed rate relief.'®

BNSF’s request is moot if the Board finds that Modified ATC contains no

double-count of variable costs and reaffirms the use of Modified ATC in this case.

'® BNSF also argues that if Original ATC is not applied, its “Alternative ATC”
approach should be utilized. BNSF Comments at 30-31; Baranowski/Fisher V.S. at 22.
This approach also would wipe out most of WFA'’s rate relief and WFA’s discussion in
this Section II applies equally to any retroactive application of Alternative ATC or any
allocation methodology other than Modified ATC.
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In deciding this issue, the Board must consider basic fairness. WFA instituted its case
only after BNSF unilaterally sought to impose a $1 billion rate increase. WFA has now
spent well over $8 million in a six+ year effort to obtain a modest reduction in BNSF’s
massive rate increases. A good chunk of this $8 million was spent addressing the
Board’s decision to retroactively eliminate MSP, which required WFA to engage in the
complex exercise of revising its SARR. WFA should not be subject to a second
retroactive application of a new revenue allocation procedure, particularly where, as here,
the Board specifically ordered WFA to utilize Modified ATC in designing its revised
SARR."

In the most unlikely event that the Board rules otherwise,?’ and decides to
restate SARR revenues using some approach other than Modified ATC, the Board must,
at a minimum, give WFA the opportunity to determine whether it can revise its SARR to
address the new revenue allocation procedure for the same reasons the Board afforded
WEFA this opportunity when the Board retroactively applied Modified ATC to WFA’s

initial SARR.

19 See, e.g., Retail, Wholesale & Dep’t Store Union v. NLRB, 466 F.2d 380, 390
(D.C. Cir. 1972) (an agency cannot retroactively apply a new standard in an
administrative adjudication where “the inequity of applying the [new standard] . . .
outweighs the interests that might be furthered if it were applied”).

20 WFA reserves all of its legal rights and remedies should the Board take action

other than to affirm that Modified ATC should be used to allocate cross-over traffic
revenues in this case.
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The Board provided WFA the opportunity to revise its SARR after the
Board switched retroactively from MSP to Modified ATC because the switch “would
affect the basic design of a SAC case.” 2007 Decision at 3. The same holds true with
any switch from Modified ATC to Original ATC or any other approach that reduces
SARR revenues because the switch would “affect the basic design of a SAC case.” 2007
Decision at 3.*' WFA designed the revised its Revised SARR to maximize revenues and
minimize costs using Modified ATC, not some other cross-over traffic revenue allocation

methodology. See Crowley V.S. at 48-52.

2! This procedure is required by basic principles of due process and administrative
fairness. See Hatch v. FERC, 654 F.2d 825, 835 (D.C. Cir. 1981) (“where [an agency]
seeks to change a controlling standard of law and apply it retroactively in an adjudicatory
setting, the party before the agency must be given notice and an opportunity to introduce
evidence bearing on the new standard™).
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CONCLUSION

WFA respectfully requests that the Board decide the remanded issue in the

manner set forth above.
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VERIFIED STATEMENT OF DR. GEORGE H. BORTS

My name is Dr. George H. Borts. I am a Professor of Economics in
residence at Brown University, and I reside at 220 Slater Avenue,
Providence, Rhode Island, 02906. I have presented evidence before the
Surface Transportation Board (STB) in an earlier phase of these
proceedings. A statement of my qualifications is presented in Appendix
A below. Briefly summarized, | am a former chairman of the Economics
Department at Brown, and I have testified in numerous proceedings
before the STB and the Interstate Commerce Commission, including the
original Coal Rate Guidelines proceeding. I have also published
extensively on rail regulation issues.

To divide revenues between a Stand-Alone Railroad (SARR) and
the residual incumbent railroad, the STB has adopted, through a 2006
rulemaking proceeding and a later modification in this case in 2007,
what has often been referred to as Modified Average Total Cost
(Modified ATC). In reaching its decision to utilize Modified ATC, the
Board sought a divisions formula that would adequately compensate the
residual incumbent railroad for its relatively higher cost of operating

lower-density segments, while insuring that the SARR and the residual



incumbent recover, at a minimum, their respective variable costs. Under
Modified ATC it is generally true, however, that the higher the level of
compensation for the residual incumbent, the smaller the revenue
division that the SARR would receive from its cross-over traffic.

The current controversy concerns the STB's adoption of Modified
ATC in 2007 versus the so-called Original ATC, which the STB adopted
in the 2006 rulemaking noted above. The purpose of developing
Modified ATC was to correct deficiencies in Original ATC that applied a
division ratio to the total revenue produced by crossover movements of
coal carried by the incumbent railroad and the SARR.

Revenue divisions using the Original ATC formula proved to be
problematic. Movements that generated insufficient revenue relative to
the residual incumbent’s variable cost raised the possibility that the
SARR might find the revenue division inadequate and might decline to
carry such traffic.

The STB'’s Modified ATC formula corrects the problem. It has,
however, generated opposition by BNSF. The formula consists of the
Variable Cost of a movement (VCsarr) plus a division of the movement's
contribution to fixed costs and profits (Contribution).! The division ratio
is shown in brackets. It contains three terms: the Variable Cost over the
SARR segment (VCsarr), Fixed Cost of the SARR segment (FCsarr), and
Average Total Cost of the through movement (ATC).

1The Modified ATC Formula was taken from the “Comments of BNSF Railway Company on
Remand"” in Docket No. 42088, Western Fuels Association, Inc. and Basin Electric Power
Cooperative, Complainants v. BNSF Railway Company, Defendant. November 22, 2010, p.
15.



Modified ATC Formula = VCsarr + [(VCsarr + FCsarr) /ATC] x Contribution

The Modified ATC Formula has been subject to criticism by BNSF
on the ground that it “double counts” the variable cost of a movement,
thereby under-allocating revenues to the residual incumbent. BNSF
claims that the double count occurs, because the VCsars term appears

twice in the Modified ATC procedure. BNSF argues that

“by assigning revenues to cover variable costs in step one without reflecting
economies of density, and by then allocating any remaining revenues to cover the
fixed costs plus the variable cost in step two taking economies of density into
account - variable costs are counted twice."?

There is no double count in the Modified ATC procedure. The
formula is not “counting” variable costs, but allocating revenues using a
two-step procedure predicated on the most basic railroad cost of
service principles.

The first step is to allocate revenues equal to on-SARR and off-
SARR variable costs. The first step is required, because as the Board has
observed, a carrier needs to recover its variable costs before a
movement can make any contribution to fixed costs and profit above
fixed costs. This step necessarily requires use of a variable cost
allocation and should not involve any consideration of fixed costs.
Moreover, this step does not involve any allocation of Contribution
because all that is being allocated are variable costs expressed in total
dollars.

The second step is to allocate the Contribution between the SARR

and the incumbent. In order to properly allocate Contribution, the Board

2 See US Circuit Court of Appeals for the DC Circuit, Decided May 11, 2010, p. 19



has used a ratio that considers traffic density and reflects the economies
of heavy utilization of rail structures. But reflecting economies of
density in the ratio cannot be achieved solely by looking at fixed costs
without a variable cost component. Without the inclusion of variable
costs in Step 2, we are left with a divisions ratio consisting of the SARR'’s
fixed cost divided by the combined fixed cost of the SARR and the
residual incumbent. Such a ratio does not reflect economies of density.
Both the SARR's fixed cost and the incumbent'’s fixed cost are fixed and
therefore independent of the degree of utilization. In other words, the
degree of utilization is measured by the magnitude of variable cost
relative to fixed cost. It is not measured by the fixed costs alone. Thus,
Step 2 develops a ratio that allocates Contribution using a formula that
recognizes the economic advantages in the greater utilization of a fixed
asset. It does not, as BNSF suggests, reallocate variable costs a second
time. As such, BNSF’s objection lacks economic logic.

The example below demonstrates the problem of removing
variable costs from the Contribution allocation formula - it resultsina
static distribution of the Contribution between the SARR and the

residual incumbent when densities increase.



Division of Contribution between SARR and Residual Incumbent,
with and without Inclusion of Variable Cost
Residual
Base Example SARR Incumbent
VC/ton $5.00 $5.00
Total Fixed Cost $1,000 $1,000
Tons carried 50 25
Fixed cost per ton $20 $40
Division ratio without inclusion of $20 /(%20 + $40) = 33.33%
vC
Division ratio including VC $25/($25 + $45) =35.71%
Residual
Double Tonnage Example SARR Incumbent

VC/ton $5.00 $5.00
Total Fixed Cost $1,000 $1,000
Tons carried 100 50
Fixed Cost per ton $10 $20
Division ratio without inclusion of $10 / ($10 + $20) = 33.33%
vC
Division ratio with inclusion of VC $15 / ($15 + $25)=37.50%

Thus to properly use a density-based allocation ratio, variable
costs must be included in the division ratio used to allocate the revenue
Contribution between the SARR and the incumbent.

While variable costs are included in allocating dollars in both
pools, this is not a “double count”, but the application of proper

economic cost principles.



APPENDIX A
QUALIFICATIONS OF GEORGE H. BORTS

My name is George H. Borts. | am an economist. My address is 220 Slater Avenue,
Providence, Rhode Island, 02906. | am a Professor of Economics at Brown University in
Providence, Rhode Island, and from 1964 to 1967, [ was Chairman of the Economics
Department. 1 was managing editor, from 1969 to 1980, of the American Economic Review,
a publication of the American Economic Association. In 1990 and 1991, | served as

managing editor of the Brown University World Business Advisory.

I hold a B.A. degree from Columbia University, received in 1947; a Master of Arts
degree from the University of Chicago, received in 1949; and a Ph.D. degree from the
University of Chicago, received in 1953.

I am a member of the American Economic Association and Phi Beta Kappa.

The title of my doctoral thesis is "Cost and Production Relations in the Railway
Industry.” I have written a number of articles on cost functions and production functions in

railroads. These were published in Econometrica and the Journal of Political Economy:. |
have also written on the indexation of rail contracts for the Transportation Journal.

In regulatory matters, | have presented evidence before the Federal Energy
Regulatory Commission concerning market power in oil pipelines. From 1959 to 1983, 1
served as a consultant to various Canadian provinces and presented evidence before the
Canadian Transport Commission in several proceedings, investigations, and studies
regarding freight costs and cost of capital requirements for Canadian railroads.

I have presented evidence before the Interstate Commerce Commission and its
successor, the Surface Transportation Board on issues involving cost finding, the cost of
capital, revenue adequacy, the determination of market dominance and monopoly power,
measurement of railroad productivity, freight car supply, compensation for the use of
private hopper and tank cars, and railroad cost recovery procedures.

In addition to earlier testimony in No. 42088, | have presented evidence in No.

42113, Arizona Electric Power Cooperative, Inc. v. BNSF Railway Company and Union
Pacific Railroad Company; No. 657, Major Issues in Rail Rate Cases; I also presented
evidence in the following cases: No. 42069, Duke Energy Corporation v. Norfolk Southern
Railway Company, No. 42054, PPL Montana LLC v. Burlington Northern and Santa Fe
Railway Co., No. 42051, Wisconsin Power Light Co. v. Union Pacific Railroad Co., No.
42022, FMC Wyoming Corp. v. Union Pacific Railroad Co., No. 41989, Potomac Electric
Power Company v. CSX Transportation, Inc., Nos. 41626, 41242, and 41295, the so-called
Bottleneck Regulation Cases; Finance Docket No. 32760, Union Pacific Corporation - Control

and Merger - Southern Pacific Rail Corporation; and Finance Docket No. 32630 (Sub. No. 1),

Omaha Public Power District - Burlington Northern Railroad Company, Crossing
Compensation,

I have also presented evidence before the Interstate Commerce Commission in

Finance Docket No. 32549, Burlington Northern Railroad Company - Control and Merger -
The Atchison, Topeka and Santa Fe Railway Company: Docket No. 41242,



Central Power and Light Company v, Southern Pacific Transportation Company; Docket No.
37038, Bituminous Coal--Hiawatha, Utah to Moapa, Nevada; Docket No. 38025S, Dayton
Power and Light Co ny v. Louisville and Nashville Railroad Company;

Docket No. 38301 S, Coal Trading Corporation el al. v. Baltimore and Ohio Railroad et al;
Finance Docket No. 27590 (Sub-No. 1), Approval of the Pooling of Car Service With Respect
to Flat Cars, Trailer Train Co.etal; Docket No. 39169, Shippers Committee, OT-5, v. The
Ann Arbor Railroad Company et al.; Ex Parte No. 347 (Sub-No.2), Rate Guidelines-- Non-
Coal Proceedings; Docket No. 39896, U.S. Clay Producers Traffic Association, v. Boston and
Maine Corporation et al.; and Docket No. 39117, LO Shippers Action Committee v. Aberdeen

and Rockfish Railroad Company, et. al. 1 have also presented evidence in the Coal Rate
Guidelines investigations, Ex Parte No. 347; revenue adequacy investigations, Ex Parte No.

353 and 393; and market dominance investigations, Ex Parte No. 320.

In June 1986, | participated as one of four economic experts in the Railroad
Accounting Principle Board's Colloquium on Cost Issues.

I have also served as a consultant to the National Science Foundation, to the
Undersecretary of Commerce for Transportation, to the New England Motor Freight
Association, to the National Motor Freight Traffic Association, the Western Coal Traffic
League, and to the New England Telephone Company.

I have also served as an arbitrator of disputes over rail freight contracts.

In addition to research in transportation, I am co-author of a book with J.L. Stein,
entitled: Economic Growth in a Free Market, published by the Columbia University Press in
1964. [ am author of a monograph entitled, Regional Cycles of Manufacturing Employment,
published by the National Bureau of Economic Research in 1959. | have also published
articles on regulatory matters and on regional and international economics in the American

Economic Review, the Journal of Political Economy, the Journal of International Economics,

and in various conference volumes.
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I. INTRODUCTION

I am Thomas D. Crowley, an economist and the President of L. E. Peabody & Associates,
Inc., an economic consulting firm that specializes in solving economic, transportation,
marketing, financial, accounting and fuel supply problems. I have spent most of my consulting
career of over forty (40) years evaluating fuel supply issues and railroad operations, including
railroad costs, prices, financing, capacity and equipment planning issues. My assignments in
these matters were commissioned by railroads, producers, shippers of different commodities, and
government departments and agencies. I have previously presented evidence in this proceeding,
including evidence on the calculation of stand-alone railroad revenues and revenue allocation
methods. A copy of my credentials is included as Exhibit No. 1 to this verified statement (*VS”).

I have been requested by Counsel for Western Fuels Association, Inc. and Basin Electric
Power Cooperative (“WFA/Basin”) to address the Comments of BNSF Railway Company on
Remand (“BNSF Comments™) in STB Docket No. 42088, Western Fuels Association, Inc. and
Basin Electric Power Cooperative vs. BNSF Railway Company. 1 have also been asked by
Counsel to address the Joint VS of Mr. Michael R. Baranowski and Mr. Benton V. Fisher
(“Baranowski/Fisher VS”), regarding certain aspects of the Surface Transportation Board’s
(“STB”) Average Total Cost (“ATC”) revenue division methodology for cross-over stand-alone
railroad (“SARR”) traffic.

Specifically, I will address why the STB’s modified ATC division approach adopted by
the STB in this proceeding (“Modified ATC”) is consistent with basic economic principles. I
will also address why there is no “double-count” of variable cost in the Modified ATC division
approach as alleged by BNSF and Baranowski/Fisher, and why the so-called Original ATC

division methodology produces economically illogical, biased results. Finally, I will discuss why



-

it would be procedurally unfair to WFA/Basin to retroactively change SARR division
methodologies after all evidence has been developed and reviewed by the STB.

My testimony is discussed further below under the following topical headings:

I SARR Revenue Divisions

III. Modified ATC Is Correct

IV.  Fairness Requires The Use Of Modified ATC
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II. SARR REVENUE DIVISIONS

The stand-alone cost (“SAC”) constraint of Constrained Market Pricing (“CMP”) is
based on the premise that a captive shipper may have its rates established based on the lower
costs of an alternate, stand-alone system in which the plant size and traffic base are designed to
maximize efficiencies and production economies.' The STB’s predecessor agency, the Interstate
Commerce Commission (“ICC”), recognized that the ability to group traffic of different shippers
is essential to the workings of SAC as it allows a captive shipper to identify areas where
production economies yield an efficient alternative system whose traffic is divertible to a
hypothetical replacement carrier.

What the ICC did not fully address when it first implemented the SAC constraint was
how SARR traffic would be grouped in a SAC analysis and how revenues would be calculated
for the SARR. Rather, the “how” and “why” of traffic selection and revenue calculation were
addressed in a series of subsequent ICC and STB rulings in maximum reasonable rate case
decisions and one STB rulemaking proceeding. These subsequent rulings and decisions
ultimately led to the adoption of the Modified ATC approach to calculate revenues in SAC cases.
While just as any economic model cannot always replicate all the complexities of real world
processes, the Modified ATC approach is, at the end of the day, economically justifiable and

fundamentally more sound than other revenue allocation approaches developed or advocated by

the railroads.

! See Coal Rate Guidelines, Nationwide, 1 1.C.C.2d 520, 542 (1985) (“Coal Rate Guidelines ).
? Coal Rate Guidelines at 544.



A. THE NEED FOR
CROSS-OVER TRAFFIC
AND REVENUE DIVISIONS
As indicated above, the STB, and its predecessor agency the ICC, have long
acknowledged that shippers have the right to select the most advantageous traffic group for their
SARR systems. This includes not only traffic that would be originated and terminated by the
SARR (so-called local traffic), but also traffic that the SARR would interchange with other
railroads, including the residual incumbent carrier. This latter group of traffic is known as
cross-over traffic, and, as indicated by the ICC in Nevada Power,’ it is a critical component of
SAC presentations as excluding cross-over traffic would “weaken the SAC test because it would
deprive the SARR of the ability to take advantage of the same economies of scale, scope and
density that the incumbents enjoy over the identical route of movement.”*
Just as important, the STB has also deemed cross-over traffic to be a critical simplifying
tool for SAC analyses. As explained by the STB in Xcel * the use of cross-over traffic provides a
reasonable measure of simplification that allows SAC presentations to be more manageable.’
Cross-over traffic therefore allows a shipper to enjoy similar economies of scale, scope and
density that the incumbent carrier enjoys without requiring the replication of the incumbent’s
railroad system. As the STB observed in Xcel, without the use of cross-over traffic, the SARR

could eventually grow to near the same size as the incumbent carrier’s system, thereby defeating

the purpose of the SAC test.

3 Bituminous Coal — Hiawatha, Utah to Moapa, Nevada, 10 1.C.C.2d 259 (1994) (“Nevada Power’)

4 See Nevada Power at 265, n. 12.

3 Public Service Company of Colorado D/B/A Xcel Energy v. The Burlington Northern and Santa Fe Railway
Company, 7 STB 589 (2004) (“Xcel™),

S See Xcel at 603.

7 See Xcel at 602 “The cascading analysis could result eventually in a complainant having to replicate almost all of
BNSF’s system.”



B. MODIFIED ATC MEETS

THE STB’S OBJECTIVES

FOR REVENUE DIVISIONS

The use of cross-over traffic does create a need to divide the cross-over traffic’s real
world revenues. Shippers and railroads have provided extensive arguments over the years about
the purpose and means of allocating cross-over revenues. The STB ultimately held in Major
Issues® that the goal in allocating revenue from cross-over traffic should be to ensure that
revenue be equitably distributed in relation to the cost incurred to generate those revenues.

Instead of developing a Full SARR analysis, the STB sought a methodology which
presented a reasonable surrogate for calculating the total SAC for carrying all of the traffic on the
SARR. The STB found that using the incumbent carrier’s relative average total costs for the on-
SARR and off-SARR segments provided just such a reasonable proxy. Using average total cost
in the revenue division calculation is key in the STB’s approach, as using anything other than
total costs will not capture economies of density inherent in the railroad industry while also
reflecting the diminishing economies of density as density increases.

While the STB indicated that a cross-over traffic division methodology should capture
economies of density, the chosen revenue division methodology must satisfy other economic
axioms, including requiring a movement to recover its variable costs of service before other
segments contribute to fixed costs. As discussed below, the Modified ATC methodology meets

both of these criteria.

1. Modified ATC Is Logical

The STB originally proposed an ATC approach to cross-over revenue divisions because

incorporating average total costs into the function would help capture the economies of density

¥ Ex Parte 657 (Sub No. 1), Major Issues in Rail Rate Cases. Served October 30, 2006 (“Major Issues™)
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that in major part define the railroad industry. The Major Issues decision inferred that the ATC
divisions could be calculated by applying the ATC division percentage to a movement’s total
revenue. The STB quickly recognized that this Original ATC approach produced illogical and
biased results by allowing one segment’s revenue to be below the segment’s variable costs of
service, while allowing the revenue on another segment to not only cover its variable costs, but
also contribute to fixed costs and profits.

To address this erroneous outcome, the STB developed the Modified ATC approach.
Modified ATC is a two-step approach that first calculates the variable costs of service for the on-
SARR and off-SARR portions of a SARR movement, and then, after assuring each segment
recovers its full or pro-rata portion of variable costs, allocates any contribution (recovery in
excess of variable costs) based on the average total costs for each portion of the move.” Such an
approach is logical because it conforms to basic economic principles, while also capturing the
economies in the railroad industry.

It is axiomatic that for a firm to continue to operate in the long-run that its revenues must
recover its total cost of operations. It is also axiomatic that in the short-run, a firm’s average
revenue must cover its average variable cost of operations, or else the firm would be better-off

shutting down.'”

This is because average variable costs by definition do not change with
changes in production. While a firm’s total variable costs will increase with increases in output,

average variable costs per unit will remain constant across certain output ranges.'' If a firm is not

° See WFA/Basin 2007 at 14.

1% See for example, “Principles of Micro-Economics” Amacher, Ryan, C. or any other introductory economics text.

'! This is particularly the case with ATC since the variable costs used are URCS Phase Il costs, which are the same
regardless of the line density of the movements being costed. This point is shown by the fact that there are no
density related inputs when developing variable costs using the URCS Phase III costing model. Whether a
movement occurs in the heart of the Powder River Basin Joint Line or on a lightly traveled branch line, the URCS
Phase III model will produce the same variable costs for movements on high-density and low-density segments,
holding all other factors constant.
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recovering its variable costs from its revenues, it would lose less money by producing no
products or services at all and absorbing only the loss from its fixed costs.

From a SARR stand-point, any revenue allocation approach must allow a segment to
recover its variable costs of service before allowing another segment to make a contribution to
fixed costs, otherwise, basic economics indicates that the under recovered portion of the
movement would never move. Modified ATC meets this bedrock economic principle by
assuring in Step 1 that a movement’s revenue at least covers each segment’s variable costs prior

to contributing to another segment’s fixed costs and profits.

2. Modified ATC Reflects Economies of Density and Diminishing Returns Thereto
The ICC clearly explained in Coal Rate Guidelines that the railroad industry exhibits the

existence of significant production economies, including economies of scale, scope and
density.'? Economies of density reflect the fact that the greater use of a fixed plant results in
declining average total costs as fixed costs are spread over a larger number of traffic units. See
Analysis of Economies of Size and Density For Short Line Railroads, Mountain Plains
Consortium, October 2001 “Economies of density are defined as an increase in output resulting
in a less than proportional increase in total costs.” Therefore, the only way to incorporate the
economies of density is through the use of a total cost function.
The STB illustrated this basic principle in its Xce! II decision, where it included a graph
(reproduced below) showing the diminishing decline in average total costs as production output

measured in million gross tons increases. '

12 See Coal Rate Guidelines at 526.
13 See Xcel I at 9.
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As the Board correctly concluded in Xcel 11, the graph shows that “the economies of
density diminish with higher output, as fixed threshold costs are spread over more output.” (at
10)

The second step in ATC properly captures economies of density, as well as diminishing
returns because as densities increase, the average fixed cost per ton gets smaller until at very
high densities, the fixed cost is so small that the allocation is effectively based on the variable
cost component, i.e, the reflection of diminishing returns on density. For example, Table 1 below

compares the average variable costs, average fixed costs and average total costs per ton for a

hypothetical movement over tracks with different traffic densities.




Table 1
Comparison of Average Variable Cost, Average Fixed I
Cost and Average Total Costs Across Increasing 1.evels of Traffic Density f

Average :
Variable Average Average Average Varnable Costs f
Traffic Density Cost Per Fixed Cost  Total Cost As A Percentage Of
(tons) Ton PerTonl/ PerTon2/ Avemge Total Costs 3/

)] 2 (3 ()] &) h

1. 1,000,000 $5.00 $10.00 $15.00 33.3% g

2. 25,000,000 $5.00 $0.40 $5.40 92.6% |
3. 50,000,000 $5.00 $0.20 $5.20 96.2%
4 100,000,000 $5.00 $0.10 $5.10 98.2%
5. 150,000,000 $5.00 $007 $5.07 98.9%

1/ An assumed fixed cost of $10,000,000 divided by Column (1).
2/ Column (2) + Column (3).
3/ Column .

As Table 1 above demonstrates, as traffic density increases, the impact of the average
fixed cost component of ATC declines to the point where the percentage of variable costs to
ATC nears 100 percent.

As I discuss in greater detail below, the failure to include properly the impact of density

economies led the STB to reject a similar revenue division approach.

C. MODIFIED ATC FIXES

THE PROBLEMS WITH

SIMILAR DIVISION METHODS

The STB previously considered two different revenue division methodologies advocated
by the BNSF, the density revenue allocation approach (“DARA”) and the Original ATC method,

before adopting the Modified ATC. The STB was correct to reject these two approaches as they

both contained flaws that produced illogical and/or biased results as discussed below.
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1. Modified ATC Corrects The Flaws In DARA

Railroad companies first began advocating for the use of the DARA approach in the
Duke/NS, Duke/CSX and CP&L Cases.'* BNSF subsequently argued for the use of the DARA
approach to allocate cross-over revenues in the Xcel case. BNSF’s DARA approach first
calculated the attributable costs for the on-SARR and off-SARR portions of a movement using
the incumbent’s URCS variable costs, and then distributed the remaining contribution, e.g., the
difference between the revenue and attributable costs, based on the relative densities of each line
segment. BNSF boasted that its DARA approach was superior to other revenue division
methodologies then used by the STB because it first determined each part of a movement’s

attributable costs before attempting to allocate the contribution:

BNSF’s DARA procedure involves an explicit
calculation of attributable costs on both portions of
cross-over movements and an allocation of the residual
revenue....Thus, in the current case, DARA represents
a refinement over MMP because it provides a
principled basis for allocating that portion of revenue
on cross-over movements that is available to cover
unattributable costs.'>

In rejecting the BNSF’s use of the DARA methodology in its Xcel decision, the STB
found no fault with dividing cross-over revenues using a two-step process. Rather, the STB
faulted the DARA approach for its failure to reflect the declining returns on density that are
critical to railroad costing principles. '® The STB observed that the dollar amount that DARA

would allocate to the light-density and heavy-density lines would not vary as long as the relative

" See Docket No. 42070, Duke Energy Corporation v. CSX Transportation, Inc, (“Duke/CSX™), Docket No. 42069,
Duke Energy Corporation v. Norfolk Southern Railway Company, (“Duke/NS”) and Docket No. 42072, Carolina
Power & Light Company v. Norfolk Southern Railway Company (“CP&L”).

' BNSF Xce! Brief at 23.

16 See Docket No. 42057, Public Service Company of Colorado D/B/A Xcel Energy v. The Burlington Northern &
Santa Fe Railway Company, served January 19, 2005 (“Xcel Reconsideration™) at 7 to 11.
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densities between the different lines were held constant.!” For example, the DARA approach
would assign the same revenue divisions whether the so-called light-density and heavy-density
segments carried 10 and 20 MGT, respectively, or 80 and 160 MGT, respectively. As long as
the ratio of tons remained 1 to 2, DARA would produce the same cross-over revenue allocations

as demonstrated in the three examples below:

Example 1
Strong Economies of Density
Residual SARR
Density 10 MGT 20 MGT
AVC $2.50 $2.50
ATC $12.50 $7.50
DARA AVC + ($5 x (20 + 30)) = $5.83 AVC+ (85 x (10 + 30)) = $4.17
Example 2
Significant Economies of Density
Residual SARR
Density 40MGT 80 MGT
AVC $2.50 $2.50
ATC $5.00 $3.75
DARA AVC+ (85 x (80 + 120)) = $5.83 AVC + ($5 x (40 + 120)) = $4.17
Example 3
Weak Economies of Density
Residual SARR
Density - 80MGT 160 MGT
AVC $2.50 $2.50
ATC $3.75 $3.13
DARA AVC+ (85 x (160 + 240)) = $5.83 AVC+ (85 x (80 = 240)) = $4.17

DARA failed because it did not take into consideration the diminishing returns as traffic
density increased. The STB’s Modified ATC division approach follows the same basic two-step
approach advocated by BNSF in Xcel, but corrects for the failure to reflect diminishing returns

on density economies in Step 2. First, under both DARA and Modified ATC approaches, in Step

'” See Xcel Reconsideration at 10.
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1 each segment’s attributable costs are first estimated using the incumbent carrier’s URCS
variable costs. Next, any remaining contribution, which includes unattributable costs and profits,
are allocated in Step 2 to the on-SARR and off-SARR segments of each movement. However,
the STB’s Modified ATC approach corrects the failings of DARA. By allocating the Step 2
contribution using average total costs, which reflects the fact that economies of density become
less pronounced at higher density levels.

This point is demonstrated by restating the example used in Xcel I, but substituting ATC

Step 2 for DARA Step 2.
Example 1
Strong Economies of Density
Residual SARR
Density 10 MGT 20MGT
AVC $2.50 $2.50
ATC $12.50 $7.50
Modified ATC | AVC+ ($5 x($12.50 + $20)) = $5.63 | A VC +($5 x($7.50 + $20)) = $4.37
Example 2
Significant Economies of Density
Residual SARR
Density 40OMGT 80 MGT
AVC $2.50 $2.50
ATC $5.00 $3.75
Modified ATC| AVC+ (35 x($5 + $8.75)) = $5.36 | AVC+ (85 x($3.75 + $8.75)) = $4.64
Example 3
Weak Economies of Density
Residual SARR
Density 80 MGT 160 MGT
AVC $2.50 $2.50
ATC $3.75 $3.13
Modified ATC | AVC+ ($5 x($3.75 + $6.88)) = $5.23 | AVC + (85 x($3.13 + $6.88)) = $4.77

The restated example from Xcel II demonstrates how the Modified ATC approach fixes

the primary flaw with DARA. Unlike the DARA approach, which produces the same division
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percentages as long as the relationship between traffic densities on the residual and on-SARR
segments remains the same, the Modified ATC approach explicitly takes into consideration the
diminishing returns on density economies.

As noted by the STB in Major Issues, by focusing only on which of the segments has
higher traffic densities, the DARA formula ignores the principles of diminishing economies of
density.'® The STB’s Modified ATC approach fixes the flaw in the DARA approach by
allocating contribution based on average total costs.

This point is confirmed by the Rebuttal VS of Mr. John C. Klick (“Klick”), a colleague of
Baranowski/Fisher, in the Major Issues proceedings. In his verified statement, Mr. Klick
confirms “unlike DARA, the Board’s proposed ATC method does in fact account for both ‘the
economies of density and of the diminishing returns thereto” (at 11) because “as densities
increase, the AFC [Average Fixed Cost] per unit of volume component of ATC declines, while

the AVC [Average Variable Cost] per unit of volume component remains the same.”'

2. Modified ATC Corrects The Flaws In Original ATC

The STB adopted the ATC approach to cross-over revenue divisions based on the
premise that prior mileage based division methodologies reflected only a crude estimate of the
relative variable costs of hauling traffic over the relevant segments, and did not take into
consideration economies of scale, scope and density, which are the defining characteristics of the
railroad industry.?’ In describing its new ATC division approach in the Major Issues Notice of
Proposed Rulemaking (“Major Issues NPRM”), the STB indicated that revenues from a cross-

over movement would be allocated based on the ratio of the on-SARR segment’s ATC to total

'8 See Major Issues at 26. The STB noted in its February 2008 WFA/Basin decision that ATC fixes the problems
inherent with the DARA approach. See WFA/Basin February 2008 at 5, n. 9.

" See Klick Rebuttal VS .

® See Major Issues at 25.
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ATC for the movement, and included an example as to how revenue divisions should be
calculated.”’

Based on the STB’s Major Issues decision, both WFA/Basin and AEP Texas North
Company (“AEP Texas”), the defendant shipper in a concurrent SAC case, developed revenues
consistent with the Original ATC division methodology described by the STB. The STB found,
however, when reviewing the evidence from both cases that applying ATC division percentages
to total revenues produces economically illogical results. As noted by the STB in WFA/Basin
and AEP Texas, because the traffic groups in both cases included traffic with total revenue either
below or barely above variable costs, and because the off-SARR segments of the movements
have lower densities, the practical effect of applying the ATC percentage to total revenues would
be to drive the R/VC percentages of the movements below 100 percent.?

As discussed above, the STB found such results to be illogical and contrary to basic
economic principles. Moreover, the STB determined that such results ran counter to the purpose
of SAC, which was to identify and eliminate cross-subsidies. Forcing one segment of a
movement to recover less than its variable cost of operations while attributing sufficient revenue
to cover another portion’s variable costs, plus contribute to fixed costs and profit clearly creates a
cross-subsidy.

Finally, it is clearly erroneous to use an ATC metric, which includes a fixed cost
component, to allocate variable costs because average variable costs do not vary with volume.
This is the same rationale that BNSF and its consultants used in supporting the DARA approach
in Xcel. In describing DARA in that case, BNSF and its consultants Klick and Fisher stated that

it was appropriate to first allocate revenue based on the variable costs of each movement because

2! See Major Issues NPRM at 20.
22 See WFA/Basin 2008 at 14 and AEP Texas 2007 at 15.
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2 More importantly, Klick/Fisher

this was the only cost that varied with changes in volume.
stated that the allocation of fixed costs occurs only in Step 2 for allocating contribution.?
Simply stated, they contend it would be inappropriate to consider the impact of fixed costs when
allocating variable costs between the on-SARR and off-SARR segments.

The Modified ATC approach corrects for these deficiencies inherent to the Original ATC
approach advocated by BNSF by using a two-step approach. First, by assuring in the first step
that each segment covers its variable costs before contributing to the fixed costs of other
segments, the Modified ATC approach produces economically logical results and avoids
improper cross-subsidies. Second, by applying the ATC division percentage to only the
contribution, the Modified ATC approach assures that contribution is allocated using an average

total cost metric that accounts for both economies of density and the diminishing returns thereto

at higher density levels.

3 See Klick/Fisher VS at 31 in BNSF Petition for Clarification filed January 20, 2004 in Xcel (“BNSF Petition For
. Clarification™)
** See Klick/Fisher VS at 31.
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III. MODIFIED ATC IS CORRECT
In this section of my VS, 1 will demonstrate that the STB’s Modified ATC revenue
division methodology properly accounts for variable and fixed costs and equitably distributes
revenues between the SARR and the incumbent. My discussion is included below under the
following topical headings:

Modified ATC Does Not Double Count Variable Costs

Modified ATC Does Not Dilute The Fixed Cost Weighting
Modified ATC Does Not Break Revenue And Cost Alignments
Modified ATC Correctly Captures Scale Economies And Per-Unit
Profitability

Modified ATC Equitably Allocates Revenues

Modified ATC Does Not Improperly Shift Revenue

Modified ATC Properly Allocates Revenues In All Cases
Modified ATC Is Consistent With ICC/STB Precedent
Baranowski/Fisher’s Variable Cost Adjustment Is Flawed

THOER PORp

A. MODIFIED ATC DOES
NOT DOUBLE COUNT
VARIABLE COSTS
BNSF argues that Modified ATC impermissibly “double counts” variable costs. BNSF’s
argument is incorrect and is simply an attack on the STB’s proper use of a two-step revenue
allocation methodology for cross-over movements. In support of its double count allegation,
BNSF presents a corrupted version of the Modified ATC formula and argues that because “the

VCsarr term clearly appears twice”?

in the formula as presented, variable costs are improperly
double counted.
BNSF’s double count contention is not correct from an economic perspective because the

purpose of Modified ATC is not to allocate (or weight) costs, but instead to equitably allocate

revenues between the SARR and the residual incumbent using a two step process where in Step 1

5 BNSF Comments at p. 15.
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revenues are allocated to cover on-SARR and off-SARR variable costs, and in Step 2
contribution (revenues in excess of variable costs) is allocated using an average total cost metric
that captures economies of density and diminishing returns thereto. The allocation of revenues
in each of the separate steps must be done equitably based on economically logical allocation
methods for each step. It is in this context that the formula used to allocate revenues must be
evaluated (i.e., the two allocation formulae must be evaluated on their own merits for the specific
purpose for which they are used.) Combining the two formulae into one (as BNSF has done) is
improper and (perhaps intentionally) confuses the economic theory that necessitates a two-step
process in the first place.

As discussed above, Modified ATC is based on a simple and singular premise: for cross-
over movements, the variable costs associated with a given movement must be allocated between
the SARR and residual incumbent before any contribution (revenue in excess of variable costs)
may be allocated. The reason is also simple: any revenue division methodology that allocates
revenues less than variable costs to one entity while allocating revenues greater than variable
costs to the other fails the most basic principle of railroad economics. Specifically, no rational
railroad will move traffic that does not cover its incremental (variable) costs.

In the second step of Modified ATC, revenue in excess of variable costs (contribution) is
allocated between the SARR and the residual incumbent. As discussed above, the Board has
correctly determined that economies of density should be considered in allocating contribution
between the parties. Thus, the second step of the Modified ATC incorporates the average fixed
costs of the SARR and residual incumbent as components and allocates contribution unevenly -
with more going to relatively lower density lines to reflect that the traffic on those lines must

contribute somewhat more to joint and common costs than the traffic on higher-density lines.
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Importantly, the second step of Modified ATC does not consider only the relative average
fixed costs of the two movement segments. This is correct because the second step of Modified
ATC is not intended to allocate average fixed costs between the parties — it is intended to allocate
contribution (i.e., revenues in excess of variable costs), which includes both fixed costs and
revenues in excess of total costs (i.e., profit) using a metric that accounts for economies of
density and diminishing returns thereto. It would be inappropriate and theoretically unsound to
allocate contribution based solely on the relative fixed costs of the SARR and the residual
incumbent.

BNSF’s argument combines the two separate and distinct formulae used to allocate the
two separate and distinct revenue pools (variable costs and contribution in excess of variable
costs) into one formula, and critiques this combined result because the two separate formulae
BNSF combined into one, each contain a variable cost component. In other words, when the two
separate and distinct formulae associated with the two separate and distinct revenue allocation
steps are improperly restated and presented as a one-step formula, the result might appear as
nonsensical to the casual observer. Restating the two-step Modified ATC methodology as a one-
step formula is a fundamental violation of the principles that necessitated the development of a
two-step process in the first place.

Because fixed costs are not the only component of revenue in excess of variable costs, it
would be improper (and theoretically unsound) to allocate contribution strictly based on the ratio
of fixed costs between the segments. Modified ATC recognizes this need and accounts for it by
allocating revenue in excess of variable costs based on the ratio of total costs between the
segments. The key point that must be remembered is that the two steps of Modified ATC are
separate, distinct, and mutually exclusive and the ratio used in one bears no relationship to the

ratio used in the other.
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The best and most equitable way to allocate revenues at or below variable costs is based
on the ratio of variable costs. The best and most equitable way to allocate revenues above
variable costs is based on the ratio of total costs. This is exactly what ATC does.

A simple analogy may be drawn between the application of Modified ATC and the
application of a graduated tax code. Within a given tax bracket, a specific tax rate is applied to
each dollar within that bracket’s range. For revenues in the next bracket, a separate tax rate is
applied to each dollar within that bracket’s range. This is done to ensure that every rise in pre-
tax salary results in an increase in after-tax salary. The rates applied within each distinct tax
bracket have no bearing on the rates applied in the other brackets, despite the fact that many of
the same macroeconomic indicators are considered in the development of the rates in all of the
brackets. That is, rates in separate brackets may be conceived and calibrated with reference to
common components and/or cost indices. This does not imply a double count of those indices.

A similar construct is needed in the allocation of revenue between the SARR and the
residual incumbent. The “first bracket” in SARR revenue allocation is the revenue to variable
costs — to which a specific ratio is applied. The “second bracket” in SARR revenue allocation is
the revenue in excess of variable costs (contribution) — to which another unrelated (despite

comprising a common component) ratio is separately applied.

B. MODIFIED ATC DOES
NOT DILUTE THE FIXED
COST WEIGHTING

BNSF and Baranowski/Fisher argue that application of the Modified ATC formula is
wrong in part because it “dilute[es]... the relative weighting of fixed costs.”® BNSF further

asserts that “the impact of economies of density” is diluted on all movements, “regardless of the

2 Baranowski/Fisher VS at 11.
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actual split between variable and fixed costs on an individual movement or the amount of
contribution on the movement.”*’

BNSF’s claim of systematic bias is false. As shown below, BNSF’s arguments are
premised on a very limited range of contribution scenarios, but when the number of scenarios is
expanded to reflect the traffic group at issue here, it is self-evident that Modified ATC properly
allocates contribution. The so-called dilution (which I will show below to be nothing but clever
misdirection) exists only within the limited range of hypothetical movements included in
BNSF’s self-serving examples. Therefore, if BNSF had properly constructed its analysis to
include a full range of revenue-to-cost scenarios, BNSF would have actually demonstrated that
there is no systematic bias in Modified ATC favoring one party or the other based on BNSF’s
dilution metric, which is the governing standard under Major Issues.”®

To understand the many problems with BNSF’s conclusions, we must evaluate the
analytical inputs individually. First, BNSF’s “demonstrations” are all based on evaluation of the
application of Original ATC and Modified ATC on low-R/VC movements. Baranowski/Fishers’
Figure 6 purports to show an “over-weighting” of variable costs and a corresponding “under-
weighting” of fixed costs associated with a movement where revenues are exactly equal to total
costs (and 133% of variable costs). In their example, Baranowski/Fisher show that in the first
step of Modified ATC, 75% of the total revenues (the amount equal to the total movement
variable costs) are allocated based entirely on the relative variable costs of the SARR and
residual incumbent segments. They then show that in the second step of Modified ATC, the
remaining 25% of the total revenues (the amount equal to the total revenues less total movement

variable costs) are allocated based on the relative total costs (which include variable costs plus

fixed costs) of the SARR and residual incumbent segments. Baranowski/Fisher indicate that (a)

*7 BNSF Comments at 17 (emphasis added).
3 Major Issues at. 77.
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75% of the revenues are allocated based 100% on the segments’ relative variable costs, and (b)
the remaining 25% of the revenues are allocated based on (i) 75% on the segments’ relative
variable costs, and (ii) 25% on the segments’ relative fixed costs. They eventually conclude that
variable costs are “weighted” at 94% ((0.75 x 1.00) + (0.25 x 0.75)), whereas fixed costs are
“weighted” at 6% ((0.75 x 0.00) + (0.25 x 0.25)).

BNSF then argues that because contribution is exactly equal to fixed costs in the
hypothetical example constructed and presented, the fixed cost component of total costs is under-
weighted in the allocation of SARR revenues. The problem, BNSF claims, is that for this
particular move, fixed costs account for 25% of total revenues but only 6% of the weighting in
the revenue allocation formula.

In Table 2 of Baranowski/Fisher’s VS, they expand their hypothetical to three scenarios:
(1) where revenues equal 75% of total costs (100% of variable costs), (2) where revenues equal
100% of total costs (133% of variable costs), and (3) where revenues equal 125% of total costs
(167% of variable costs). Baranowski/Fishers’ Table 2 purports to demonstrate that — for the
low-R/VC moves included in the table — fixed costs are “underweighted” as a result of the
application of Modified ATC.

Table 2 below recreates Baranowski /Fishers’ original Table 2.

Table 2 1
BNSF Witness Baranowski/Fisher Table 2

“Fixed Cost Weighting at Different Revenue Levels” j

Revenue = 75% Revenue = 100% Revenue = 125%
Item of Total Costs of Total Costs of Total Costs
1) (2) 3) (3)
1. Original ATC 25% 25% 25%
2. Modified 0% 6% 13%

Source: Baranowski/Fisher VS at 15. |
Note: Table contains error. Modified ATC fixed cost weighting for movement with revenue = 125% of §
total costs and 75/25 split between variable and fixed costs should be 10%, not 13%.

t]
|
i
i
i
ATC i
|
|
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Based on the data shown in Table 2 above, BNSF claims that Modified ATC dilutes the
impact of the fixed cost weighting.

To demonstrate the misleading nature of BNSF’s incomplete analyses, one can simply
apply the same logic to a move where revenues equal 200% of total costs (as opposed to BNSF’s
primary example move where revenues equal 100% of total costs.)

At 200% of total costs, fixed costs are demonstrably “over-weighted” as a result of the
application of Original ATC. Assume, like BNSF did in its examples, the following as given: (1)
Variable costs account for 75% of total costs, (2) fixed costs account for 25% of total costs.
Further assume that revenue is equal to 2 times total costs. Under Original ATC, all revenues
would be allocated based 75% on the segments’ relative variable costs and 25% on the segments’
relative fixed costs, despite the fact that fixed costs account for only 12.5% of total revenues for
this movement. Thus under Original ATC, fixed costs are given twice the weight they should be
given for this high-R/VC move based on BNSF’s fixed cost weighting metric.”

Table 3 below expands Baranowski/Fisher Table 2 to include a broader range of R/'VC
movements, and includes a statement of the extent to which fixed costs are increasingly over-
weighted (and revenues are increasingly over-allocated to low-density segments) as R/VC ratios

increase under Original ATC.

2 In Modified ATC, revenues equal to variable costs are allocated based 100% on the segments’ relative variable
costs. Then revenues in excess of variable costs are allocated based 75% on the segments’ relative variable costs
and 25% on the segments’ relative fixed costs. Under this construct, 37.5% of the revenues in this example are
allocated based 100% on variable costs, and 62.5% of the revenues are allocated based 75% on variable costs and
25% on fixed costs. Fixed costs are thus considered in allocating 62.5% of the revenues, even though fixed costs
only account for 25% of total costs. We thus deduce that fixed costs are given an “overall representation” of
15.6% (0.25 x 0.625 = 0.1563) in the weighting. The “problem,” BNSF complained of on a low-R/VC move is
now shown to provide an unwarranted over allocation of revenues to the residual incumbent for this high-R/VC
move even under Modified ATC: fixed costs account for only 12.5% of total revenues yet are given 15.6% of the
weighting in the Modified ATC revenue allocation formula.
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Table 3
Restated BNSF Baranowski/Fisher Table 2

Fixed Cost Weighting at Different Revenue Levels

Revenue Rev. = Rev, = Rev. = Rev. = Rev.= Rev. = Rev. =
=75% 100% 125% 150% 175% 200% 225% 250%
of Total of Total ofTotal ofTotal ofTotal ofTotal ofTotal of Total §

i
I
I
!
Item Costs Costs Costs Costs Costs Costs Costs Costs j
0)) 2 3 @ &) © M ® o |
1. Original l
ATC 25.0% 25.0% 25.0% 25.0% 25.0% 25.0% 25.0% 25.0%
2.Modified
ATC 0.0% 6.3% 10.0% 12.5% 14.3% 15.6% 16.7% 17.5%
3. Fixed Cost
as a Percent |
of Total 33.3% 25.0% 20.0% 16.7% 14.3% 12.5% 11.1% 10.0% ]
Revenue |
4. Original |
ATC Over
Weighting XXX XXX 25.0% 50.0% 75.0% 100.0% 125.0%  150.0%
of Fixed

Costs 1/ i
|
|

1/Line 1 +Line 3 -1 x 100.

.

As shown in Table 3 above, for a movement with revenues equal to 175% of total costs,
fixed costs equal 14.3% of total revenues (which is exactly the weighting ATC is given using
Modified ATC.) Original ATC gives the fixed cost component 25% weighting for this move.
This results in fixed costs being over-weighted by 75% [(0.250/0.143)-1] for this move. For a
movement where revenues equal 200% of total costs, Original ATC (25%) over-weights fixed
costs (12.5% of revenues) by 100%.

As Table 3 clearly shows, Baranowski/Fisher’s analysis was intentionally limited to
include only low-R/VC movements. By simply expanding BNSF’s own analysis, it is possible to
clearly demonstrate that for high-R/VC (i.e., high-contribution) movements, the effect of
Original ATC is the exact opposite of BNSF’s claim with respect to Modified ATC.

Specifically, while BNSF claims that the impact of economies of density is understated in the
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Modified ATC formula, the reality is that the impact of economies of density is vastly overstated
in the Original ATC formula.

Baranowski/Fisher’s analysis conveniently omits that they are actually proposing a
dramatic over-allocation of revenues to cross-over movements over low-density segments on the
residual BNSF for the highest revenue movements on the SARR system based on their fixed cost
weighting metric. The importance of this point cannot be overstated. As shown in Table 3
above, Modified ATC does not systemically bias the results of the analysis based on this or any
other metric — and Original ATC demonstrably over-allocates revenues to the residual incumbent
on high-R/VC moves based on BNSF’s own metric.

In a SAC analysis, the SARR should benefit from the same traffic group that is available
to the incumbent, including low and high R/VC movements. Original ATC serves to essentially
eliminate access to high R/VC movements for any SARR that incorporates high-density
segments, as a disproportionate share of revenues for all high-R/VC movements are allocated to
the low density segment (i.e., it turns high-R/VC movements into low-R/VC movements, as
shown in Table 8 in Section III. F. below.)*® This severely distorts the SAC analysis because it
systematically reduces the amount of high R/VC traffic revenues available to the SARR, even as
the incumbent railroad realizes those revenues in the real world.

In summary, BNSF is engaging in clever misdirection here. It shows a purported
problem on low-R/VC movements, when in actuality it is concerned with disallowing the SARR
access to the same high revenue movements BNSF enjoys in the real world. BNSF cries afoul
because it “loses” revenue to the SARR on low R/VC traffic when in reality it only seeks to

“take” revenue from the SARR on high R/VC traffic.

% This point is addressed in more detail below, where we deconstruct and evaluate BNSF witness
Baranowski/Fishers’ flawed Tables 3 and 4.
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It is also worth noting that on several occasions BNSF takes great effort to point out that
the Board’s original rationale for “switching” from Original ATC to Modified ATC - to correct
for an unintended result of applying Original ATC to low R/VC moves, namely under allocation
of revenues sufficient to cover variable costs — is “irrelevant” in the present case because
WFA/Basin “removed nearly all of the low-rated traffic about which the Board had been
concerned.”®  Yet, BNSF’s myriad of tables and figures which purport to demonstrate the
“severe” underweighting of fixed costs in Modified ATC are all focused on and include only low

R/VC movements.

C. MODIFIED ATC DOES

NOT BREAK REVENUE

AND COST ALIGNMENTS

Figure 8 of Baranowski/Fishers’ statement suffers from the same critical flaw inherent in

all of their analyses in that it focuses on “the scenario under which revenues are assumed to
equal total costs.”>? In this very narrow spectrum of analysis, where contribution is equal to
fixed costs, BNSF purports to demonstrate that Modified ATC “consistently allocates to the
SARR revenues that exceed its proportionate share of total costs.”> The arithmetic upon which
this conclusion is drawn relies entirely on BNSF’s analysis of only scenarios where contribution
is equal to (or close to) fixed costs. As demonstrated in Table 3 above, fixed costs as a
percentage of total revenues change as revenues increase, even as fixed costs as a percentage of
total costs remain static. That means that Original ATC is only a “fair” allocation methodology

at one point on the revenue-to-cost scale. For every move where revenue-to-cost is above that

level (i.e., higher revenue movements), Original ATC under-allocates to the SARR. For moves

3! BNSF Comments at 11.
32 Baranowski/Fisher at 19.
33 Baranowski/Fisher at 17.
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where revenue-to-cost is below that level but above variable cost, (i.e., low-revenue movements),
Original ATC reasonably allocates to the SARR. For moves where revenue is less than variable
cost (i.e., very-low-revenue movements), Original ATC again under-allocates to the SARR.

Figure 1 below shows this problem graphically.

Figure 1
Original ATC Under/Over-Allocation, Full Spectrum

(Assumes Variable Cost = 75% of Total Cost)

Original ATC
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S —— " i ———
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Revenue-to-Total Cost Ratio

BNSF’s mathematical examples focus on evaluation of moves that fall into the narrow
band of moves where contribution is less than or equal to fixed costs but greater than variable
costs. For these moves, BNSF argues, Modified ATC “demonstrably” under-weights fixed costs
in the Modified ATC revenue allocation formula. BNSF incorrectly concludes, based on these
narrow evaluations, that Modified ATC under-weights fixed costs for all moves, regardless of
revenue levels.

Baranowski/Fisher’s Table 3 takes this misrepresentation one step further.** In the
Baranowski/Fisher’s Table 3, Baranowski/Fisher purport to show that under Modified ATC,

revenues are over-allocated to the SARR under three scenarios: (1) “Revenues = 75% of Total

3 We evaluate and critique Baranowski/Fisher’s Table 3 in more detail below.
* Baranowski/Fisher at 18.
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Costs,” (2) “Revenues = Total Costs,” and (3) “Revenues = 125% of Total Costs.” However, the
analysis relies on the false presumption that Modified ATC actually over-allocates revenue to the
SARR in all three cases, when this is clearly not the case.

For example, in case (1) where Revenues = 75% of Total Costs, we know that Revenues
are exactly equal to variable costs based on BNSF’s analytical consu'ut;t (variable costs = 75% of
total costs). Therefore, we know that in the first step of Modified ATC the revenues up to
variable costs are allocated based on the relative SARR and residual incumbent variable costs.
Therefore in this scenario for both the SARR and the residual incumbent the variable costs are
covered and no contribution above variable costs is allocated to either party. This is the only
economically sound way to allocate revenue to the segments when revenue equals (or is less
than) variable costs. Yet Baranowski/Fisher’s Table 3 shows the results from applying Modified
ATC to this move (described above) and the results from applying Original ATC to this move
(SARR receives less than variable cost, residual incumbent receives variable cost plus
contribution) and concludes that the difference between the two values is properly labeled “over-
allocation of SARR Revenue” under Modified ATC. In this case, the difference should clearly
be titled under-allocation of SARR Revenue under Original ATC. This move falls into the blue
region in Figure 1 above.

Similarly, in Baranowski/Fisher’s case (3) where Revenues = 125% of Total Costs,
contribution is equal to double the fixed costs based on BNSF’s analytical construct (variable
costs = 75% of total costs). Therefore, fixed costs represent 20% of total revenues and 25% of
total costs for this movement. Under Original ATC, the revenues would be allocated based on a
25% weighting of the fixed cost component, even though fixed costs represent less than 25% of
total revenues. Therefore in this scenario Original ATC over-weights fixed costs in the revenue

allocation formula. Yet BNSF’s table shows the results from applying Modified ATC to this
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move and the results from applying Original ATC to this move and concludes that the difference
between the two values is properly labeled “over-allocation of SARR Revenue” under Modified
ATC. This label is obviously incorrect when Original ATC clearly under-allocates revenue to
the SARR in this case. This move falls into the green region in Figure 1 above.

Although it could be argued that in Baranowski/Fisher’s case (2) where revenues equal
total costs, Modified ATC under-allocates revenue to the residual incumbent (for reasons stated
elsewhere in this VS, I do not agree with this premise, but for purposes of this example 1 am
including this statement here), the specific revenue-to-cost relationships that make this
conclusion for this particular movement are not transitive to any other movement with a different
revenue-to-cost relationship.

BNSF’s “logic™ that because fixed costs are “under-weighted” when Modified ATC is
applied to movements where revenue exactly equals total cost proves that fixed costs must be
“under-weighted” for all movements to which Modified ATC is applied is preposterous and must

be rejected.

D. MODIFIED ATC CORRECTLY
CAPTURES SCALE ECONOMIES
AND PER-UNIT PROFITABILITY
Original ATC produces absurd results by making low density lines more profitable on a
per ton basis than high density lines. In contrast, Modified ATC produces reasonable results that
reflect basic economic principles.
BNSF claims that Modified ATC fails to “appropriately consider economies of density,

which are reflected only in fixed costs.”* The reality is that Modified ATC does “appropriately

consider” economies of density, but Original ATC serves to systematically prevent the SARR

% BNSF Comments at 2.
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from enjoying the same economies of density enjoyed by the defendant railroad. As noted by
BNSF, economies of scale, scope, and density are “the defining characteristic{s] of the railroad
industry.” Scale economies provide firms that enjoy them with greater profitability per unit
than those that do not. Similarly, within a firm, scale economies are not universal across all
operations. For freight railroads, the greatest per-unit profitability on a movement is enjoyed on
the highest density segments, all else being equal. A 100-mile unit coal train movement over a
high-density line is more profitable than a 100-mile unit coal train movement over a low-density
line, specifically because less of the revenues on the high-density line are needed to defray joint
and common costs. This fundamental principle is the very incentive railroads like BNSF have to
invest their capital strategically to maximize utility and by extension, scale economies. But
BNSF argues that this market function should be stripped from a Stand-Alone Railroad — that
SARRs should not enjoy the same economic advantage associated with economies of scale that
real world railroads enjoy.

Economies of density reflect how per-unit profits for a network of a given size initially
increase with increases in output. BNSF has heavily invested capital in the Powder River Basin
(“PRB”) region of its network over the last four decades because moving PRB traffic is
profitable and becomes more profitable with increased volumes (output). BNSF strategically
invested to accommodate growth on high-density lines to leverage scale economies and
maximize profit on the traffic moving over those lines. BNSF did not invest in PRB facilities to
improve the return on its downstream assets. Yet BNSF seeks a revenue allocation methodology
that does just that. It transfers the profitability associated with traffic moving on high-density
lines to traffic moving on low-density lines. In essence, BNSF seeks to eliminate the SARR’s

incentive to maximize its efficiency. The LRR replicates, in part, what could be considered the

37 BNSF Comments at 5.
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most profitable (on a per-unit basis) segment of BNSF’s system. However, the methodology
BNSF endorses (Original ATC) serves to transfer the inherent profitability of this high-density
segment to less profitable low-density segments, thereby robbing the SARR of the very scale
economies that incented BNSF to heavily invest in PRB facilities in the first place.

What BNSF is actually arguing is that economic principles should not apply to a SARR.
High-density lines are more profitable on a per-unit basis than low-density lines. A revenue
allocation methodology should reflect that truth. BNSF seeks to apply the methodology that
most skews this market reality to create a hypothetical construct where movements on low-
density lines are more profitable on a per-unit basis than movements on high-density lines.

The hypothetical example at pages 2-3 of Baranowski/Fisher’s VS underscores this issue.
In the hypothetical example posited by Baranowski/Fisher, a 1000-mile movement is split
between a 500-mile SARR segment over a 50-million-ton line and a 500-mile off-SARR
segment over a 25-million-ton line. The rate for the movement is $15.00 per ton. In the
example, the variable costs for each 500-mile segment are $5.00 per ton. The fixed costs are
$1.25 per ton for the high-density SARR segment and $2.50 per ton for the low-density off-
SARR segment. The total costs are ($5.00 x 2) + $1.25 + $2.50, or $13.75. Under original ATC,
the SARR revenue allocation is $6.25/$13.75, or 45.5%. When applied to the movement
revenue ($15.00), the resulting SARR revenues from the move are $6.82, and the revenues
allocated to the residual incumbent are $8.18. Thus, the SARR profit on the move is $6.82-
$6.25, or $0.57. The residual incumbent profit is $8.18-$7.50, or $0.68. The move on the low-
density segment is therefore more profitable, after total costs are subtracted, than the move on
the high-density segment. This is an economically illogical result.

Under Modified ATC, the allocation is as follows: $5.00 is allocated to both the SARR

and the residual incumbent to cover the variable costs of service of both carriers. The remaining
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$5.00 in revenue is allocated based on the percentage calculated above, 45.5% to the SARR and
54.5% to the residual incumbent. The SARR receives $5.00 + (.455 x $5.00), or $7.27. The
residual incumbent receives $5.00 + (.545 x $5.00), or $7.73. Thus, the SARR profit on the
move is $7.27-$6.25, or $1.02. The residual incumbent profit is $7.73-$7.50, or $0.23. The
move on the high-density segment is therefore more profitable, after total costs are subtracted,

than the move on the low-density segment. This is an economically logical result. The Table 4

below compares the two methodologies discussed here.

As shown in Table 4 above, Original ATC produces per unit profits that do not comport
with actual railroad economics. The problem is even more evident when a relatively high rated

move is evaluated. Table 5 below assesses the impact of applying Original ATC to a move with

an R/VC of 2.20.

Modified ATC

&)

$15.00

$6.25
$7.50
High
Low
$7.27
$7.73
$1.02
$0.23

Table 4
Comparison of Revenue Division
Methodologies, BNSF Hypothetical, R'VC = 1.50
Item Original ATC

(1) )]
1. Revenue $15.00
2. SARR Total Costs $6.25
3. RI Total Costs $7.50
4. SARR Density High
5. RI Density Low
6. SARR Division $6.82
7. RI Division $8.18
8. SARR Profit $0.57
9. RI Profit $0.68
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Table 5 '
Comparison of Revenue Division ‘
Methodologies Movement R/'VC = 2.20 .
Item Original ATC Modified ATC
m 2 3)

1. Revenue $22.00 $22.00

2. SARR Total Costs $6.25 $6.25

3. RI Total Costs $7.50 $7.50

4. SARR Density High High
5. RI Density Low Low .
6. SARR Division $10.00 $10.45 5
7. RI Division $12.00 $11.55 ;

8. SARR Profit $3.75 $4.20
9. RI Profit $4.50 $4.05 :

10. Result Illogical Logical

As Table 5 above indicates, Original ATC produces even more biased results on high
revenue movements.

Finally, as a reminder of the reason why the STB properly introduced Modified ATC in
the first place, it is helpful to consider a move with an R/VC of 1.00, as depicted in Table 6

below.
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Item

)

1. Revenue

2. SARR Total Costs

3. RI Total Costs

4. SARR Density

5. RI Density

6. SARR Division

7. RI Division

8. SARR Contribution
to Fixed Costs

9. RI Contribution to
Fixed Costs

10. Result

Table 6

Qriginal ATC
@

$10.00
$6.25
$7.50
High
Low
$4.55
$5.45

($0.45)

$0.45

Antithetical to rate-setting
procedures: SARR does
not recover incremental

costs, Residual Incumbent

recovers incremental costs
and contribution to joint

Comparison of Revenue Division
Methodologies Movement R/VC = 1.00

Modified ATC
(€)

$10.00
$6.25
$7.50
High
Low
$5.00
$5.00
$0.00

$0.00

Reflective of rate-setting
procedures: SARR and
Residual Incumbent
recover incremental costs,
no contribution to joint and
common costs for either

In each of the three examples above (R/VC=1.00, R/’VC=1.50, R/VC=2.20) it is clear that

Original ATC allocates far too much revenue to the low-density residual incumbent segment,

making the low-density more profitable on a per-unit basis after all costs (variable and fixed) are

covered for movements where revenues are greater than total costs, and turning the SARR into a

money loser (allocated revenues are less than variable costs) while allocating variable costs plus

contribution to the residual incumbent on movements where revenues are less than total costs.

E. MODIFIED ATC EQUITABLY
ALLOCATES REVENUES

Baranowski/Fisher claim that the purpose of a cost-based revenue allocation

methodology is to “maintain the same relationship of revenues to total costs on each portion of a

movement.”*® This statement is factually incorrect and self-serving. The purpose of cost-based

3% BNSF Comments at 9.
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Table 6
Comparison of Revenue Division
Methodologies Movement R/'VC = 1.00 !
Item Original ATC Modified ATC i
6)) ) 3
1. Revenue $10.00 $10.00
2. SARR Total Costs $6.25 $6.25 h
3. RI Total Costs $7.50 $7.50 ;
4. SARR Density High High |
5. Rl Density Low Low ]
6. SARR Division $4.55 $5.00 f
7. RI Division $5.45 $5.00
8. SARR Contribution ($0.45) $0.00
to Fixed Costs
9. RI Contribution to $0.45 $0.00
Fixed Costs
10. Result Antithetical to rate-setting ~ Reflective of rate-setting
procedures: SARR does procedures: SARR and
not recover incremental Residual Incumbent
costs, Residual Incumbent  recover incremental costs,
recovers incremental costs  no contribution to joint and
and contribution to joint common costs for either [
and common costs :

In each of the three examples above (R/VC=1.00, R/VC=1.50, R/VC=2.20) it is clear that
Original ATC allocates far too much revenue to the low-density residual incumbent segment,
making the low-density more profitable on a per-unit basis after all costs (variable and fixed) are
covered for movements where revenues are greater than total costs, and turning the SARR into a
money loser (allocated revenues are less than variable costs) while allocating variable costs plus

contribution to the residual incumbent on movements where revenues are less than total costs.

E. MODIFIED ATC EQUITABLY
ALLOCATES REVENUES

Baranowski/Fisher claim that the purpose of a cost-based revenue allocation
methodology is to “maintain the same relationship of revenues to total costs on each portion of a

movement.”*® This statement is factually incorrect and self-serving. The purpose of cost-based

38 BNSF Comments at 9.
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revenue allocation is to ensure cost-coverage for both parties and equitably allocate revenues in
excess of total costs. As shown below, Modified ATC comes much closer to this result than
Original ATC.

BNSF states that under Modified ATC, the SARR may receive a greater share of the
revenue than its share of the total costs. BNSF further states that if the ratio of revenue to total
costs for the SARR is greater than the ratio of revenue to total costs for the residual incumbent,
the residual incumbent will have a hard time covering its costs.*

These statements are nothing more than a clever play on words by BNSF intended to
confuse the issue. BNSF compared the ratio of SARR revenues to through revenues to the ratio
of SARR total costs to through movement total costs and concluded that if the former was
greater than the latter, there was a problem. The important issue is that in the example
movements, both the SARR and the residual incumbent were allocated revenues which exceeded
their total costs. The fact that the ratios examined were not identical simply demonstrates that
one is not directly comparable to the other. A return to the simple example in Table 5 above
demonstrates the flaws in BNSF’s logic and reveals BNSF’s motives, as shown in Table 7

below.

% BNSF comments at 19,
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Table 7 !
Comparison of Revenue Division 5
Methodologies Movement R/VC = 2.20

t
Item Original ATC Modified ATC X
¢y 2 3) ;
1. Revenue $22.00 $22.00 |
2. SARR Total Costs $6.25 $6.25 !

3. RI Total Costs $7.50 $7.50
4, Ratio of SARR total costs to through movement total 0455 0.455 l
costs '
5. SARR Division $10.00 $10.45 !
6. RI Division $12.00 $11.55 |
7. Ratio of SARR revenues to through movement revenues 0.455 0475 |
8. SARR Profit $3.75 $4.20 !
9. RI Profit $4.50 $4.05 i

10. Ratio of SARR revenues above total costs to through

movement revenues above total cost 0.455 0.509

Table 7 above tells the full story. Whereas BNSF claims there is a problem based on the
difference between the values in lines 4 and 7 of Column (3), the real problem is shown on line
10 of Column (2). For high-R/VC movements, original ATC systematically over allocates
revenues to the low-density segment. In the example move (which assumes equal segment
length and equal variable costs between the SARR and the residual incumbent), both carriers
receive revenues in excess of their total costs. Under Original ATC, the high-density carrier
receives 45.5% of the revenues above total costs. Under Modified ATC, the high-density carrier
receives 50.9% of the revenues above total costs. While neither is perfect (neither results in a
50/50 split in revenues above total costs), Modified ATC is clearly far superior. It is only
through evaluation of high-revenue moves that BNSF’s true motivation for a return to Original
ATC is clear. Original ATC ensures that total costs are covered for both parties, but that the

low-density segment then is allocated a disproportionate share of the revenue above total costs.
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Baranowski/Fisher’s Exhibit 4 purports to show that Modified ATC systematically over-
allocates revenue to the SARR because the total SARR revenue division percentage is greater
than the SARR portion of total costs. As shown in Table 7 above, there is no reason for the
SARR portion of costs to equal the SARR revenue division except for in the examples created by
BNSF’s witnesses wherein every movement’s total costs exactly equal its revenues. As shown
in the above Table 7 example, the movement traverses the SARR and residual incumbent for
equal distances at equal variable costs.
e Under Original ATC, the SARR portion of total costs, the SARR contribution
division, the overall SARR revenue division, and the SARR portion of revenue in
excess of total costs (profit) are all 45.5%.

e Under Modified ATC, the SARR portion of total costs and the SARR contribution
division remain 45.5%, but the overall SARR revenue division is 47.5%, and the
SARR portion of revenue in excess of total costs (profit) is 50.9%, a much more
logical and reasonable allocation of revenue in excess of total costs than under
Original ATC.

On higher-revenue movements, which the SARR should have a natural incentive to
include in its traffic group, ensuring that the SARR’s portion of costs equals its overall revenue
division clearly under-allocates revenues to the SARR and creates an economically illogical
disincentive for the SARR to include high-R/VC traffic in its traffic group.

The proper evaluation for Baranowski/Fisher to have included would have been a
comparison of the SARR portion of costs to the SARR division of contribution (revenue in
excess of variable costs). As I explained in detail above, it is the allocation of contribution that
should properly reflect the relative total costs of the SARR and residual incumbent. Exhibit No.
2 to this VS recasts the Baranowski/Fisher Exhibit 4 in its proper light, and shows that there is no

over-allocatton of contribution to the SARR under Modified ATC. Therefore, there is no over-

allocation of through revenue to the SARR under Modified ATC.
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F. MODIFIED ATC DOES
NOT IMPROPERLY
SHIFT REVENUE
Throughout BNSF’s Comments and Baranowski/Fisher’s VS, they refer to the
“inappropriate shifting” of revenues from the residual incumbent to the SARR “after the change”
from Original ATC to Modified ATC. Couching the merits of Modified ATC vis-a-vis
Original ATC in this way is misleading and inappropriate. As Modified ATC was introduced by
the STB as a remedy for an obvious flaw in the Original ATC methodology, it can just as well be
said that Original ATC inappropriately shifts revenues from the SARR to the residual incumbent.
Original ATC is not the correct methodology — and Modified ATC is not the incorrect
methodology — simply because Original ATC predated Modified ATC.
One example of this framing issue is Baranowski/Fisher’s discussion of their Exhibit No.
3, which they claim shows the Modified ATC approach over recovers the revenues necessary to
cover the variable costs on the SARR portion of the movement.*' What Baranowski/Fisher’s
Exhibit No. 3 does not show is the minimal impact on the residual incumbent from switching
from Original ATC to Modified ATC. As shown in Exhibit No. 3 to this VS, switching from the
Original ATC division approach to the Modified ATC divisions approach has less than a 3
percent impact on the residual BNSF’s revenues.
In another example, Baranowski/Fisher’s Table 3 purports to demonstrate that Modified

ATC would over-allocate revenues to the SARR in three hypothetical scenarios under which

“ See for example Baranowski/Fisher Figure No. 4.

! Baranowski/Fisher’s Exhibit No. 3 and supporting arguments also exploit an inconsistency inherent to the STB’s
ATC division approach. Because the LRR’s base year of operation was 2004, all of the URCS variable costs used
in the ATC division process are in 2004 dollars. However, the revenues Baranowski/Fisher use in their Exhibit
No. 3 analysis are 2005 revenues. This creates an “apples-to-oranges” comparison issue that increases their
revenue to variable cost ratios since 2004 costs were lower than 2005 costs. I have included in my workpapers a
correction to Baranowski/Fisher’s analysis that places both costs and revenues on the same dollar basis. With this
correction, seven (7) out of 32, or 22 percent, of the cross-over movements have R/VC ratios of less than 100
percent.
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revenues are assumed to equal: (1) 75% of total costs, (2) 100% of total costs, and (3) 125% of
total costs.*? In each of the three scenarios, BNSF presumes Original ATC results in the correct
allocation of revenues, and thus couches its Table 3 presentation as a measure of the level of
over-allocation of revenues to the SARR in each of the three scenarios. A simple expansion of
BNSF’s table highlights many flaws with its logic and argument. Table 8 below contains a

restated and expanded table.

Table 8
Expanded Baranowski/Fisher Table 3

Demonstration of Problems with Original ATC Allocations at Various Revenue Levels

Revenues = 75% of Total Costs

SARR Original Modified Original Modified
Portion ATC ATC Total ATC Original ATC Modified
of Total | Revenue Revenue Movement SARR ATCRI SARR ATCRI
Costs % % R/VC R/VC R/VC R/VC R/VC
Move #3 65% 65% 67% 100% 98% 104% 100% 100%
Move #4 47% 47% 50% 100% 95% 105% 100% 100%
Move #5 36% 36% 40% 100% 90% 107% 100% 100%
Move #6 27% 27% 33% 100% 81% 109% 100% 100%
Revenues = Total Costs
SARR Original Modified Onginal Modified
Portion ATC ATC Total ATC Orniginal ATC Modified
of Total | Revenue Revenue Movement SARR ATCRI SARR ATCRI
Costs % % R/VC R/VC R/VC R/VC R/VC
Move #3 65% 65% 66% 126% 123% 131% 125% 127%
Move #4 47% 47% 49% 130% 123% 136% 128% 131%
Move #5 36% 36% 3%% 136% 123% 145% 133% 139%
Move #6 27% 27% 31% 151% 123% 165% 142% 156%
Revenues = 125% of Total Costs
SARR Origmnal Modified Original Modified
Portion ATC ATC Total ATC Original ATC Modified
of Total | Revenue Revenue Movement SARR ATCRI SARR ATCRI
Costs % % R/VC R/VC R/VC R/VC R/VC
Move #3 65% 65% 66% 157% 154% 164% 156% 160%
Move #4 47% 47% 49% 162% 184% 171% 159% 165%
Move #5 36% 36% 38% 170% 154% 181% 163% 175%
Move #6 27% 27% 30% 189% 154% 206% 172% 197%

As shown in Table 8 above, there are many errors in BNSF’s logic. First, in the system

where Revenues equal 75% of total costs (R=VC) for all movements, Original ATC clearly

2 Baranowski/Fisher VS at 18.
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under-allocates revenue to the SARR, as the SARR is allocated less than its variable costs while
the residual incumbent is allocated its full variable costs plus some contribution to joint and
common costs. This is precisely the reason why the STB instituted Modified ATC in the first
place.

Second, in the system where Revenues equal 100% of total costs for all movements,
Original ATC results are clearly nonsensical. Under the scenario posited by BNSF, the R/VC
ratio increases steadily as the movements increase in length. However, under Original ATC, the
SARR R/VC is capped at a level well below the total movement R/VC while the residual
incumbent R/VC increases at a far greater rate than the rate at which the overall R/VC increases.
The application of Original ATC clearly has the effect of restricting the SARR from access to
real-world high-R/VC movements, and improperly diverting the revenues on those movements to
the residual incumbent.

Under Modified ATC, the SARR R/VC remains at a level that is consistently below the
total movement R/VC, but it properly increases as total movement R/VC increases. The residual
incumbent R/VC is consistently above total movement R/VC, but it tracks changes in total
movement R/VC much more reasonably.

Baranowski/Fisher’s Table 4 builds off their Table 3 and purports to further demonstrate
that Modified ATC would over-allocate revenues to the SARR in BNSF’s hypothetical “scenario
under which revenues are assumed to equal total costs”.** As discussed at length above and as
depicted in Figure 1, this hypothetical assumes that all moves would fall into a very narrow band
(in fact a single point) on the revenue-to-cost spectrum. By definition, this narrow view cannot
and does not prove that there are any systematic problems with the Modified ATC methodology.

It simply shows that in one particularly unlikely hypothetical scenario, Original ATC would

4 Baranowski/Fisher VS at 19.
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produce reasonable results. In BNSF’s hypothetical, total revenues are exactly equal to total
costs for all movements. Therefore any revenue allocation scheme that did not allocate revenues
in the exact proportion of total costs would result in a failure to cover total costs for the residual
incumbent while covering total costs for the SARR.

Table 9 below includes BNSF’s original Table 4, expanded to include variable costs and
similar comparisons for scenarios where revenues equal variable costs, and where revenues equal

1.25 times total costs.

Table 9
Expanded Baranowski/Fisher Table 4
Demonstration of Correctness of Modified ATC Allocations at Various Revenue Levels
Revenues = 75% of Total Costs
Residual
SARR Off-SARR System SARR Incumbent
Segments Segments Total Contribution | Contribution
Total Costs $135 $150 $285 XXX XXX
Varniable Costs $110 $100 $210 XXX XXX
Original ATC Revenues $103 $107 $210 (87) $7
Modified ATC Revenues $110 $100 $210 S0 SO
Revenues = Total Costs
Original Modified
SARR ATC ATC Residual
Portion of Revenue Revenue SARR Incumbent
Total Cosls % % Contnibution | Contribution
Total Costs $135 $150 $285 XXX XXX
Variable Costs S110 $100 $210 XXX XXX
Onginal ATC Revenues $135 $150 $285 $25 $50
Modificd ATC Revenues $142 $143 $285 $32 $43
Revenues = 125% of Total Costs
Origmal Modified
SARR ATC ATC Residual
Portion of Revenue Revenue SARR Incumbent
Total Costs % % Contribution | Contribution
Total Costs $135 $150 $285 XXX XXX
Variable Costs $110 $100 $210 XXX XXX
Onginal ATC Revenues $169 S188 $356 $59 $88
Modified ATC Revenucs $176 $180 $356 $66 $80
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As displayed in Table 9 above, Original ATC fails in the scenario where revenue equals
variable cost for all movements, as it leaves the SARR with revenues insufficient to cover its
variable costs while allocating revenues in excess of variable costs to the residual incumbent.
Additionally, we see that in the scenario where revenue equals 125% of total cost for all
movements, both the SARR and the residual incumbent recover their total costs plus earn a profit
under either the Original or the Modified ATC scenarios. However, the Original ATC results are
nonsensical as they allocate more profit (revenues in excess of total costs) to the lower density
segment, which, as discussed above, is contrary to economic principles.

These expanded tables serve to further demonstrate that BNSF’s claims of systematic
bias are completely erroneous. It is only where revenues fall between variable costs and total
costs that one could conceivably argue that Original ATC is in any way superior to Modified
ATC. Modified ATC is clearly superior in all other circumstances, and clearly is not
systematically biasing the SAC model or the results of the SAC analysis.

Importantly, BNSF never complains that Modified ATC produces unreasonably low
profits for the residual incumbent. When stripped of the smoke and mirrors, BNSF’s argument
can be seen for what it is: an attempt to allocate unreasonably high profits to movement
segments over low-density lines, and to allocate unreasonably low profits to movement segments

over high-density lines.

G. MODIFIED ATC
PROPERLY ALLOCATES
REVENUES IN ALL CASES
Baranowski/Fisher claim that the STB developed the Modified ATC approach because of
the result of the application of Original ATC to the original SARR traffic group. Specifically,

they state that the result of the application of Original ATC was to allocate revenues to the
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SARR that were insufficient to cover the variable costs associated with those movement
segments while allocating revenues in excess of the residual incumbent segment variable costs
on those movements.* BNSF further asserts that the reason for the Board’s change was to
account for the shortfall that resulted from the application of Original ATC in this case. In fact,
the Board’s decision to change the ATC formula was not designed to remedy the results of its
application in a single case. The WFA/Basin case just happened to include traffic that
highlighted the critical flaw inherent in the Original ATC methodology. The Board recognized
the flaw and took steps to eliminate it. Specifically:

“The traffic group included considerable traffic generating revenue either
below or barely above variable cost, and because the off-SARR segments
of the movements have lower densities (meaning those segments are to be
assigned a higher prorate share of the revenues), the practical effect would
have been to drive the revenue-to-variable cost (R/VC) percentages of the
on-SARR movements below 100% (or, if the total revenue is already less
than variable costs, even lower). Thus the revenue allocation for the on-
SARR portion of those movements would have been insufficient to cover
the variable cost of handling traffic on the highest-density portion of the
movement.

To avoid such an illogical result, instead of applying the ATC allocation
procedure to total revenue, we applied the procedure to total revenue
contribution (i.e., revenue in excess of variable cost). Accordingly, the
revenue assigned to the on-SARR part of a cross-over movement would
equal the variable cost to haul the traffic over the facilities replicated by
the SARR plus the portion of additional revenue contribution allocated in
accordance with ATC.”*

Baranowski/Fisher further state that the original problem that caused the Board to
recognize the critical flaws in the Original ATC approach (the presence of low-R/VC

movements) “virtually disappeared” when WFA/Basin recast its traffic group to include

significantly less low-rated traffic. First, by BNSF’s own admission, the issue is not moot

“ Baranowski/Fisher VS at 5.
“5 See STB’s February 28, 2008 Decision in WFA/Basin at 4.
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because three shipments included in the current traffic group would be allocated insufficient
revenues to cover their variable costs if Original ATC were applied in this case.*

Second, the Board should not make methodological adjustments or exceptions in this
case that will render its procedures inapplicable in another case. As the Board said in its
February 17, 2009 Decision in WFA/Basin:

“While there may be less traffic with revenue at or near its variable costs
in this traffic group, the approach we use here will be applied in all SAC
cases, including in cases decided under our simplified SAC procedures.
We seek a uniform revenue allocation method and remain convinced that
the modification adopted in the Sept. 2007 Decision is reasonable and
necessary to preserve the integrity of the ATC approach.”*’

Finally, the basis for BNSF’s entire “demonstration” that Modified ATC over-allocates
revenues to the SARR is an analysis of low-R/VC movements (principally movements with
R/VC = 1.33.). As shown above, BNSF’s narrowly scoped analysis does not withstand scrutiny.

BNSF also asserts that because a shipper can determine the traffic that comprises a
SARR’s traffic group and can eliminate low rated movements, there is no reason to use the
Modified ATC process unlike in Simplified SAC where the shipper has no control over traffic
selection. BNSF states:

Even if use of modified ATC were necessary in
Simplified SAC cases because the complainant cannot
select its traffic group in those cases, that is no reason to
use modified ATC in full SAC cases where complainants
are fully able to exclude from the SAC analysis low-rated

traffic that they determine does not make sufficient
contribution to coverage of SARR costs.*®

BNSF’s argument is a diversionary tactic because the issue is not whether the revenue

divisions can cover the SARR’s costs as inferred by BNSF, but rather whether the division can

4 BNSF Comments at 5.
7 See STB February 17, 2009 Decision in WFA/Basin at 13.
8 BNSF Comments at 26.
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cover the incumbent railroad’s costs. As indicated by the STB in its Major Issues decision, the
objective of ATC is to select a revenue allocation methodology that reflects the incumbent
railroad’s relative costs of providing service over the two segments.”® The STB reaffirmed this
position in its February 2009 WFA/Basin decision in stating that the objective of ATC is to
“reflect the defendant carrier’s relative costs of providing service over the relevant segments of
its network.”>® The fact that a shipper can select any traffic it wants has no impact on the ATC
process as the ATC division is designed to allocate revenues based on the incumbent railroad’s
costs and not the SARR’s costs.

The STB’s decision to use Modified ATC is also consistent with CMP and SAC because
the purpose of SAC is to measure the most efficient stand-alone railroad capable of handling the
issue traffic. This is why a SARR’s traffic group can include movements with R/VC ratios of
less than 100% based on the incumbent carrier’s variable costs of service. Because of the
SARR’s greater efficiency, it can carry traffic at a lower cost. This does not, however, remove
the economically logical requirement that the divisions cover an incumbent carrier’s attributable

costs before making a contribution to the incumbent carrier’s fixed costs and profits.

H. MODIFIED ATCIS
CONSISTENT WITH
ICC/STB PRECEDENT
BNSF asserts that the STB’s claim that Original ATC can lead to illogical results and

improper cross-subsidies is inconsistent with prior STB decisions. Instead, BNSF points towards

several STB rulings and decisions, including Non-Coal Rate Guidelines, and the STB’s

“ Major Issues at 25.

50 WFA/Basin February 2009 at 13. If the purpose were to measure the costs of the SARR instead of the incumbent
carrier, then the SARR densities would have to be used in developing the ATC divisions, which, given the much
lower density of the SARR system, would shift more revenue to the SARR railroad.
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Christensen Report, to assert that because a movement’s revenues are lower than the movement’s
URCS variable costs does not mean that the movement is not contributing to unattributable costs.
In other words, BNSF’s position is that it is not illogical for the SARR’s portion of a railroad’s
total rate to be below the URCS variable costs for the SARR’s portion of the movement.

There are several flaws with BNSF’s argument. First, while the STB stated in Non-Coal
Rate Guidelines that an R/VC ratio of less than 100% was not necessarily an indication of a
movement not covering all of its attributable costs, the STB also stated there is no accurate way
to measure a movement’s attributable costs given current regulatory costing models, and URCS
is the best proxy available to measure attributable costs. So while an R/VC ratio below 100%
may cover a movement’s attributable costs and avoid cross subsidy issues, an R/VC ratio of
100% ensures all attributable costs are covered.

Second, BNSF’s argument implies that the STB completely rejected the idea that a
movement was being cross-subsidized just because its revenues were below its variable costs in
its Non-Coal Guidelines decision, and therefore failed to adopt the management efficiency
adjustment to the RSAM calculation. This was not the case. The STB determined because it
could not accurately measure attributable costs with current costing methods that it would
calculate adjusted and unadjusted RSAM figures and treat them as the relevant starting range. In
this way, the STB could ensure all factors were covered. The same logic holds in using the
URCS variable costs to allocate the revenue in ATC — namely it ensures that the revenue on each
portion of a movement is covering its attributable costs based on the incumbent carrier’s costs.

Third, the STB has consistently stated that URCS variable costs are the only costs that
can be used in regulatory proceedings. To truly understand whether the SARR or non-SARR
portion of a movement is being cross-subsidized would require detailed internal costs on the

SARR and non-SARR portions of a movement or, at the very least, movement-specific
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adjustments. Since the STB has consistently stated that these types of costs have no place in a

regulatory proceeding, URCS must be used.

I. BARANOWSKI/FISHER’S
VARIABLE COST
ADJUSTMENT IS FLAWED
At page 21-22 of their VS, Baranowski/Fisher claim they have developed a third
alternative revenue division approach, should the Board continue to believe both the SARR and
residual incumbent are entitled to receive revenues to cover variable costs, before any
contribution above variable costs is allocated. Under Baranowski/Fisher’s alternative approach,
Original ATC would be used to divide total movement revenues on all movements with through
R/VCs greater than 1.0, “any movements with SARR allocated revenues below URCS costs for
on-SARR segments, would have revenues increased to equal the variable costs” and
“[m]ovements with through revenue R/VC ratios less than or equal to one would be allocated
based on relative variable cost . . . .”>' This methodology is touted as one that would not distort
“the relative total-cost allocation for other movements that do not contribute to [the Board’s
concern that there is a revenue shortfall to some low-rated movements under original ATC].”*
There are several problems with this approach. First, it is completely unnecessary.
Modified ATC is, for the reasons outlined above, the best approach to allocating revenues. It
properly separates the revenues into two pools: (1) revenues equal to (or up to) variable costs,
and (2) revenues in excess of variable costs (contribution). It uses the most appropriate
allocation ratios for each of the two separate and distinct revenue pools to account for two

bedrock economic principles: (1) that revenues must first cover firms’ variable costs before

51 Baranowski/Fisher VS at 22.
52 Baranowski/Fisher VS at 22.
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contributing to joint and common costs, and (2) economies of density must be considered in
allocating revenues in excess of variable costs, but that the law of diminishing returns dictates
that total costs are a more appropriate metric for this purpose than fixed costs.

Second, the Baranowski/Fisher alternative is really not a single approach, but instead
employs three separate formulas to allocate revenues, one of which is identical to the procedures
used in Modified ATC. Under this new allocation scheme, Modified ATC would be used to
allocate revenues for movements with R/VC less than or equal to 1.0. For movements with
R/VC above 1.0 either Original ATC or this new variation of ATC should be used. We have
demonstrated above that Modified ATC is clearly superior to Original ATC for high-R/VC
movements because Original ATC severely over-weights fixed costs in allocating revenues on
high-R/VC movements. Therefore, a critical flaw inherent in Original ATC would not be
remedied and as a result revenues for the most profitable real-world movements would be
withheld from the SARR.

Third, the Baranowski/Fisher alternative essentially allocates variable costs to both
entities; then allocates contribution to the low-density segment (residual incumbent) before it
allocates any contribution to the high-density segment (SARR). The SARR receives variable
cost coverage, while the residual incumbent receives variable cost coverage plus contribution
(the high-density segment (the SARR in this case) is allocated zero revenue above variable cost
on many movements with R/VC >1.0.) This is an extension of the same problem that led to the
STB’s development and implementation of Modified ATC.

For the reasons outlined above, Original ATC severely over-weights fixed costs for high-
R/VC movements and over-allocates revenues to low-density segments on those movements.
This virtually restricts the SARR from access to all high-R/VC traffic the incumbent moves in

the real world.
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IV. FAIRNESS REQUIRES THE USE OF MODIFIED ATC

WFA/Basin first presented their opening evidence in this proceeding in April 2005 and
filed their Rebuttal evidence five months later in September 2005. Those filings were developed
under the then prevailing SAC rules, including the MSP revenue allocation method and the
Percent Reduction rate adjustment mechanism. If the STB had continued to rely upon these
methodologies in adjudicating WFA/Basin’s SAC presentation, WFA/Bas.in would have proven
that SARR revenues exceeded SAC in all periods because, as shown in the Board’s September
2007 decision, SARR revenues calculated using MSP exceeded SAC by approximately $1.8
billion.

Instead of finding for WFA/Basin under the rules and procedures available at the start of
WFA/Basin’s case, the STB held its decision in abeyance while it promulgated revised
procedures in its Major Issues proceeding. The STB then instructed WFA/Basin and BNSF to
file supplemental evidence based on WFA/Basin’s initial traffic group and SARR system using
the new procedures included in the Major Issues decision, including the ATC division approach.
As shown in the September 2007 decision, application of these new methodologies to the
originally configured SARR resulted in net SARR revenues being less than SAC over the
analysis period.

However, as the STB correctly recognized in the September 2007 Decision, it was
fundamentally unfair to retroactively apply the new ATC method to WFA’s originally
configured SARR and the STB offered WFA/Basin the opportunity to adjust its SARR
configuration, operations and traffic group to reflect the idiosyncrasies of the STB’s new
procedures,* including the Modified ATC approach used in the September 2007 decision.
WFA/Basin accepted this opportunity, and, at great financial costs, developed and modeled a

new SARR traffic group and configuration. This redesign was not a simple exercise. It involved
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designing a whole new SARR system, including the vetting and testing customarily involved in
developing a SAC presentation.

This revised SARR was designed to maximize the revenue available to the SARR while
minimizing construction and operating costs taking into consideration the STB’s new SAC
procedures, including Modified ATC. As such, the revised SARR’s traffic base excluded some
movements that were included in WFA/Basin’s original SAC presentation because these
movements did not contribute sufficient revenue under the STB’s revised revenue allocation
methodology. These changes were entirely consistent with the goal of the SAC constraint, which
is to identify an alternative stand-alone system in which plant size and the traffic base are
designed to maximize the efficiencies and production economies given the rules at-hand. As
such, WFA/Basin developed a SARR system using the applicable rules that showed BNSF’s
rates were unreasonably high.

Because WFA/Basin designed its revised SARR to maximize the impact of revenues
calculated under the Modified ATC division approach, retroactive application of the Original
ATC approach would be fundamentally inequitable and wipe away much of WFA/Basin’s rate
relief. Table 10 below compares the MMM R/VC ratios from the STB’s June 2009 decision,
which were calculated using revenues based on the Modified ATC division approach, and the

MMM R/VC ratios if revenues were developed using Original ATC.
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Table 10
MMM Revenue to Variable Cost Ratios
MMM R/VC With MMM R/VC With
Period Madified ATC Revenues Original ATC Revenues
O @ ®
4Q04 241% 300%
2005 247% 345%
2006 230% 291%
2007 238% 312%
2008 244% 329%
2009 241% 325%
2010 245% 337%
2011 246% 338%
2012 248% 340%
2013 250% 345%
2014 255% 358%
2015 268% 399%
2016 269% 399%
2017 265% 383%
2018 262% 368%
2019 261% 362%
2020 261% 358%
2021 260% 346%
2022 261% 347%
2023 260% 341%
1Q-3Q2024 258% 325%

As shown in Table 10 above, moving from the Modified ATC revenue division approach
to the Original ATC approach results in a significant and punitive escalation in MMM R/VC
ratios.

The STB determined in its 2007 WFA/Basin decision that it would have been

fundamentally unfair to retroactively change SARR revenue allocation methodologies because it
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could have, and eventually did, affect the basic design of the SAC case.”> The STB noted that a
SARR designed under one set of revenue assumptions may be fundamentally different than a
SARR developed under a different set of revenue assumptions.

The same issue holds here if the STB were to switch from Modified ATC back to its
Original ATC approach. When designing its revised SARR system after the STB’s 2007
decision, WFA/Basin did not just look at removing the lowest rated traffic from its prior traffic
group, but rather performed a detailed analysis to determine what traffic would provide the
greatest revenues at the lowest relative costs given the Modified ATC methodology. Just such an
analysis is called for by the Coal Rate Guidelines, which provides parties broad flexibility to
develop the least costly, most efficient plant.>*

Moreover, the STB cannot simply assume that WFA/Basin would have selected the same
traffic group included in the 2009 decision had WFA/Basin used either Original or Modified
ATC. The Modified ATC and Original ATC are two different approaches that produce two
different results. For example, I performed an analysis that ranked the movements from the
STB’s 2007 decision on the basis of SARR revenue per ton under the Original ATC
methodology and under the Modified ATC methodology. The analysis, which is shown in
Exhibit No. 4, demonstrates that while the rankings of a few movements did not change due to
the switch from Modified ATC to Original ATC, the vast majority of the movements’ rankings
changed because of the switch in revenue division methodologies, with one movement falling 24
positions between the rankings. Such wholesale changes would likely force WFA/Basin to
redesign its SARR once again if the STB were to make another change to the revenue division

process.

53 WFA/Basin 2007 at 20.
* Coal Rate Guidelines at 543 “The plant should be designed to minimize construction (or acquisition) and
operating costs and/or maximizes the carriage of profitable traffic.”
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Shippers in SAC cases intend to design SARRs that maximize revenues while
minimizing costs given the rules of the regulatory scheme. It would be fundamentally unfair to
retroactively change the rules again, nor should WFA have to go back to the drawing board for a
third time to design a SARR that maximizes revenues and minimizes costs using yet another

cross-over traffic divisions methodology.
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STATEMENT OF QUALIFICATIONS

My name is Thomas D. Crowley. I am an economist and President of the economic
consulting firm of L. E. Peabody & Associates, Inc. The firm's offices are located at 1501 Duke
Street, Suite 200, Alexandria, Virginia 22314, 760 E. Pusch View Lane, Suite 150, Tucson,
Arizona 85737 and 21 Founders Way, Queensbury, New York 12804.

I am a graduate of the University of Maine from which I obtained a Bachelor of Science
degree in Economics. 1 have also taken graduate courses in transportation at George Washington
University in Washington, D.C. I spent three years in the United States Army and since
February 1971 have been employed by L. E. Peabody & Associates, Inc.

I am a member of the American Economic Association, the Transportation Research Forum,
and the American Railway Engineering and Maintenance-of-Way Association.

The firm of L. E. Peabody & Associates, Inc. specializes in analyzing matters related to the
rail transportation of coal. As a result of my extensive economic consulting practice since 1971
and my participating in maximum-rate, rail merger, service disputes and rule-making
proceedings before various government and private governing bodies, I have become thoroughly
familiar with the rail carriers that move coal over the major coal routes in the United States. This
familiarity extends to subjects of railroad service, costs and profitability, railroad capacity,
railroad traffic prioritization and the structure and operation of the various contracts and tariffs
that historically have governed the movement of coal by rail.

As an economic consultant, I have organized and directed economic studies and prepared
reports for railroads, freight forwarders and other carriers, for shippers, for associations and for

state governments and other public bodies dealing with transportation and related economic
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problems. Examples of studies I have participated in include organizing and directing traffic,
operational and cost analyses in connection with multiple car movements, unit train operations
for coal and other commodities, freight forwarder facilities, TOFC/COFC rail facilities, divisions
of through rail rates, operating commuter passenger service, and other studies dealing with
markets and the transportation by different modes of various commodities from both eastern and
western origins to various destinations in the United States. The nature of these studies enabled
me to become familiar with the operating practices and accounting procedures utilized by
railroads in the normal course of business.

Additionally, I have inspected and studied both railroad terminal and line-haul facilities used
in handling various commodities, and in particular unit train coal movements from coal mine
origins in the Powder River Basin and in Colorado to various utility destinations in the eastern,
mid-western and western portions of the United States and from the Eastern coal fields to various
destinations in the mid-atlantic, northeastern, southeastern and mid-western portions of the
United States. These operational reviews and studies were used as a basis for the determination
of the traffic and operating characteristics for specific movements of coal and numerous other
commodities handled by rail.

I have frequently been called upon to develop and coordinate economic and operational
studies relative to the acquisition of coal and the rail transportation of coal on behalf of electric
utility companies. My responsibilities in these undertakings included the analyses of rail routes,
rail opera-ltions and an assessment of the relative efficiency and costs of railroad operations over

those routes. I have also analyzed and made recommendations regarding the acquisition of
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railcars according to the specific needs of various coal shippers. The results of these analyses
have been employed in order to assist shippers in the development and negotiation of rail
transportation contracts which optimize operational efficiency and cost effectiveness.

Moreover, I have developed numerous variable cost calculations utilizing the various
formulas employed by the Surface Transportation Board (“STB”) and its predecessor the
Interstate Commerce Commission (“ICC”) for the development of variable costs for common
carriers, with particular emphasis on the basis and use of the Uniform Railroad Costing System
(“URCS”) and its predecessor, Rail Form A. I have utilized URCS/Rail form A costing
principles since the beginning of my career with L. E. Peabody & Associates Inc. in 1971.

I have frequently presented both oral and written testimony before the ICC, STB, Federal
Energy Regulatory Commission, Railroad Accounting Principles Board, Postal Rate
Commission and numerous state regulatory commissions, federal courts and state courts. This
testimony was generally related to the development of variable cost of service calculations, rail
traffic and operating patterns, fuel supply economics, contract interpretations, economic
principles concerning the maximum level of rates, implementation of maximum rate principles,
and calculation of reparations or damages, including interest. I presented testimony before the
Congress of the United States, Committee on Transportation and Infrastructure on the status of
rail competition in the western United States. 1 have also presented expert testimony in a number
of court and arbitration proceedings concerning the level of rates, rate adjustment procedures,
service, capacity, costing, rail operating procedures and other economic components of specific

contracts.
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Since the implementation of the Staggers Rail Act of 1980, which clarified that rail carriers
could enter into transportation contracts with shippers, I have been actively involved in
negotiating transportation contracts on behalf of coal shippers. Specifically, I have advised
utilities concerning coal transportation rates based on market conditions and carrier competition,
movement specific service commitments, specific cost-based rate adjustment provisions, contract
reopeners that recognize changes in productivity and cost-based ancillary charges.

I have been actively engaged in negotiating coal supply contracts for various users
throughout the United States. In addition, I have analyzed the economic impact of buying out,
brokering, and modifying existing coal supply agreements. My coal supply assignments have
encompassed analyzing alternative coals to determine the impact on the delivered price of
operating and maintenance costs, unloading costs, shrinkage factor and by-product savings.

I have developed different economic analyses regarding rail transportation matters for over
sixty (60) electric utility companies located in all parts of the United States, and for major
associations, including American Paper Institute, American Petroleum Institute, Chemical
Manufacturers Association, Coal Exporters Association, Edison Electric Institute, Mail Order
Association of America, National Coal Association, National Industrial Transportation League,
North America Freight Car Association, the Fertilizer Institute and Western Coal Traffic
League. In addition, I have assisted numerous government agencies, major industries and major
railroad companies in solving various transportation-related problems.

In the two Western rail mergers that resulted in the creation of the present BNSF Railway

Company and Union Pacific Railroad Company and in the acquisition of Conrail by Norfolk
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Southern Railway Company and CSX Transportation, Inc., I reviewed the railroads’ applications
including their supporting traffic, cost and operating data and provided detailed evidence
supporting requests for conditions designed to maintain the competitive rail environment that
existed before the proposed mergers and acquisition. In these proceedings, I represented shipper
interests, including plastic, chemical, coal, paper and steel shippers.

I have participated in various proceedings involved with the division of through rail rates.
For example, I participated in ICC Docket No. 35585, Akron, Canton & Youngstown Railroad

Company, et al. v. Aberdeen and Rockfish Railroad Company, et al. which was a complaint filed

by the northern and mid-western rail lines to change the primary north-south divisions. I was
personally involved in all traffic, operating and cost aspects of this proceeding on behalf of the

northern and mid-western rail lines. I was the lead witness on behalf of the Long Island Rail

Road in ICC Docket No. 36874, Notice of Intent to File Division Complaint by the Long Island

Rail Road Company.
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